PREFACE 


This is tlio lust rolume of Introduction to Bconomiep, dealing 
with the theoncs of piocluction, consumption, o\clnnge and distiibu- 
tion A second volume, to bo biought out shoitly, will treat tire 
theories and piohlems connected with Currency, Banking, Foieigu 
Exchange and Public Finance The two together are intended to 
cover the couises in theoiy piescnhod by the various Indian Universi- 
ties foi then degiee examinations 

Some authors offer tho r hooks with apolog os as a matter of 
comontion I hue to do this for a moie weighty lerson A numbei 
of punting mistakes hue cropt in and theie is some loom left for 
nnp moment m tho rnattoi itself '1 Ins is puticul.uh the c iso with 
the fust few clnptors But tho 1 order, whoso prtienco is not oxhuis 
ted by theso deficiencies, will find in tlioso pages, is lio proceods, 
something that m3 pi or o lea'lj helpful in the gi isp of the basic 
pimciplos of oconomic theo 3 

•kpaifc fiorn presenting lnaltur rnd aigumont in is simple nrd 
Straight r manner is the irithoi could comm rnd, Die hook treats 1 
numbei of topics, such ns those of costs of production, moiropoh, 
rntornational ti rdo and piohlems of laboui, somewhat more oxhuis. 
tnely than is tisrul m oidmuij text-hooks Some now ground has 
boon coveted m examining the theoretic rl implications of the war 
time phenomena of puce contiol, rationing and bonding Indian 
economic conditions have been presented extensivolv to illustrate the 
working of vanous laws and thoones 

A numbei of lecent dor elopments m economic theory — puce 
undoi impel feet competition, relation between maiginal leronue and 
marginal cost among othois — hare been incorporated in then piopei 
places In tho main, liow’erei, the hook attempts to piesent the 
stiuctuio of classic rl theory as amended and developed h3 Mai shall 
and Taussig to whom as to other d stmguished thinkers and wnteis 
of tins school tho author is groats indebted both foi di awing upon 
then ideis and quoting from then woiks The hook is ofleied witli 
a stiong hopo that it will seive its puiposo at least dining the tian. 
sition penod, that is, until tho piesent couises aio entile^ recast in 
confoumty with tho ‘new economics that appeals to bo rnpullj 
emorging The author, along with so many of the older toacheis, 
ho wo r or, feqls that there is little giound foi the furdamontal 
principles of the classical thooiy bomg altogether snhmei god by tins 
new T rnal 
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PART I 


INTRODUCTION 



CHAPTER 1. 

PRELIMINARY CONCEPTS 


Economics, 

Economics has beeb popularly defined as a study of inan in 
relation to wealth, being concerned with the v ealth-gettinr and 
wealth using activiti es^)! human beings Before "we can properly 
appreciate what economics is and what it is not wo must Know what 
'wealth' itself denotes. Like every other branch of knov ledge economics, 
employs a number of terms which have a special meaning attached to 
them Geometrically a point has position but no magnitude , a line 
has length but no breadth Thus a two-inch broad line on a tennis 
court is not a line in the mathematical sense. Similarly, as we shall 
see, there arc many things of great use to us and yet they are not 
wealth in the economic sense. 

flu term wealth, as used in economics, denotes all those things 
v Inch possess value in exc hange, that is, they can bring for (heir 
owners other things of equal value- Thus if we have a typewriter wc 
can exchange it, say, for a sewing machine, or if we have a rupee wc 
can purchase for it five seers of wheal- Typewriters, sewing 
machines, rupees, wheat and innumerable other things which possess 
exchange value are wealth- On the other hand things like air and 
street dust are not wealth 

Utility, Value and Price, 

AH things which arc wealth in this sense possess certain other 
characteristics They must satisfy a human want and possess what 
we call tiithly, which term simply denotes the power possessed 
by a thing to satisfy a man’s want, as for example, water quenches 
one's thirst- Another, term vvhn.li is used in exactly the same >ense as 
utility is value ttt use, as distinguished from \aluc tit exchange. 
Here it may be noted that economically even liquor has utility so 
long as there ire any human beings wanting it even though it does 
not confer .mv benefit and is positively injurious to health and morals 
Ethically it is a nuissanro , economically it is wealth. N ow tinlcsc a 
thing has utility it cannot have exchange value , wells have value but 
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not cesspool. All things ha ving value m e xchange must have 
utility, but the reverse of this is not necessarily true, that is, those that 
possess utility may "not have exchange value* Thus ajr_and su nshine 
have great utility lor us but they have no value in exchange* Value 
of a thing expressed in terms of money is ca lled price . ; As values are 
invariably expressed in terms of money in modern communities a 
marked characteristic of wealth is the possession of money value* It 
would be a good exercise for a student to apply this test to the various 
things with which be comes into contact m his daily life and find out 
for himself whether they are wealth or not. ' 

Anything which has utility may he called a good* But all goods 

are not wealth. Those possessing utility but no exchange value such 

*■ 

as air and sunshine are called free goods, while those like houses and 
books which possess both utility and exchange value are called 
economic goods. It is only these latter that are wealth in the economic 
sense Now free goods at one time or place may acquire value and 
become economic goods at another time or place Thus sand m a 
tiver bed has no value but when transported to a brick kiln it becomes 
an economic good 

We have seen that exchange value is a very essential charac 
tenstic of economic goods or wealth, while utility is essential to give 
value to a good But an economic good must not only have utility 
but also scarcityjn relation to human needs Things like air are so 
plentiful that everybody’s needs for it are fu(ly satisfied , but that is 
not the case with land, houses, books. Thus it is utility combined 
with scarcity or limitation of supply that gives value to a thing and 
makes it wealth. Scarcity itself may be due to natural limitation 
as in the case of surface of land or it may be due to effort needed to 
produce or make a thing as is the case with chairs, tables, houses 
and tro-* other things which are wealth Sometimes a thing may be 
plentifu' such as timber in a big forest but government may create 
scarcity by reserving’ or enclosing it and restricting the people from 
cutti-g trees and removing timber or other forest produce. This is an 
example of artificial scarcity, which, bower er, is justified in the 
larger interests of the people themselves 

Along with utility and scarcity there are a few other charac 
teristics which give exchange value to goods called wealth. Thus they 



must be capable of being possessed 01 'appropriated' No one can 
possess air or any part of sea water, but a piece of land or a chair can 
be owned exclusively by a person. Again they must be transferable 
that ts, their ownership should be capable of being transferred trom~ 
one person to another, as otherwise they cannot have exchange \alue* 
A book can be physically transferred from one man’s bookshelf to 
anothers a house cannot be moved m this way hut its ownership can 
be so transferred by a deed or document of ti msfer or e\en orally. 
This transferability is possessed by most material goods such as books 
chairs, houses, motor cars and by certain non material goods such as 
the goodwill of a business and services rendered by one person to 
another, e. g the delivery of one’s letter to the addressee by a mes- 
senger* But internal personal goods such as skill, intelligence, and 
good health possessed by a person cannot be transferred and cannot 
therefore have exchange value or be wealth. Yet the scrvtces which 
such a person can render to others through the use of his health and 
skill are transferable, possess exchange value and are wealth in the 
full sense of the term. 

Representative goods— Fac’ones and houses, motor cars and 
furniture are goods share certihcates and mortgage deeds are repre- 
sentative goods, which represent title to goods. These titles may be 
embodied 111 paper documents or they may be represented by debts 
contracted orally or by entries made in books. However, representa 
five goods are wealth , possessing exchange valuc_ But in any compu- 
tation of the wealth of a~comlmunffj^"THey^ ought to be excluded, the real 
property which they represent being included. 

Any amount of stock certificates, mortgage deeds and money, 
especially paper money, do not make a nation rich unless they represent 
titles to the property of other nations. Metallic money does add to the 
wealth of a community in so far as it can be used in arts or exchanged 
for the wealth of other communities. 

Personal wealth of an individual consists of all the goods or 
. titles to goods which he possesses and which have exchange valup. 

3 Thus houses, money, furniture and shares m companies and businesses 
along with debts owed to him by others whether evidenced by a 
promissory note or other document or not, constitute his'or her perso* 
nal wealth. But in computing a man’s personal wealth we must 
, deduct debts owed by him to others* 
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National wealth consists of the wealth of all the individuals 
composing a nation plus all the social wealth or wealth owned collec- 
tively by the nation such as municipal parks, public libraries, state 
owned businesses and institutions like Railways, schools and council 
chambers. Some people also include in national wealth free goods 
like rivers and climate as well as efficient systems of administration, 
banking and national characteristics like industry and skill. 

All the goods that constitute wealth may be either consumption 
goods or goods which are meant for direct consumption such as food, 
clothing and furniture , or they are production goods, which help us 
in producing consumption goods, e g machinery and cultivable land* 
This classification is based on the use to which a particular thing is 
put or intended to be put A table in our study room is a consump- 
tion good but in our business office it is a production good. 

Production goods are further divided into land or free gifts of 
nature and capital, which includes goods made by man and employed 
in production such as machines and buildings 

Income, Wealth and Capital — 1 The amount of wealth-material and 
non-material which accrues to a person ui a given period — year or 
month — after deducting expenses incurred directly in earning it and 
replacing capital destroyed in producing >t, constitutes his income 
while his wealth denotes the total amount of goods - — material and non- 
material possessed by him at a given moment oj time The term 
capital denotes that part of bis wealth which helps him in earning 
his income 



CHAPTER 2 

SUBJECT-MATTER AND SCOPE. 


definition. 

Economics is a shortened name for political economy, which 
•term has been derived from greek words meaning ‘law of household 
management as applied to communities’. Economics has been defined 
as the study of man m relation to wealth from th e s ocial stand point. 
According to JjrTRiarshall Economics is a study of man’s actions m 
the ordinary business of life , it inquires how he gets his income and 
how he uses it. Economics is thus concerned with man’s materia] 
wants and the way in which he satisfies them. 

Economics deals with the activities of men living t it society . 
It considers man as a social being, his own actions affecting as well as 
being affected by actions of his fellow beings* Economics ought 
therefore to be distinguished from Individual or isolated economy 
•denoting the study of the economic problems of an isolated individual 
like Robinson Crusoe* It should also be distinguished from Domestic 
Economy or Municipal Economics which deal respectively with the' 
material problems of a family and municipality. Economics while 
fully considering the causes and effects of individual action, emphasises 
the social aspect of the problems it deals with. Some writers like 
Carver have suggested the use of the term national or social Economics 
m plate of Economics But the latter term is now more popular and 
■better to use if only for tho sake of brevity* 

Subject matter and scope. 

The subject matter of economics is man and wealth. It com 
prises an inquiry into the causesTTKe "nature and the results of men’s 
efforts devoted to the satisfaction of their material wants — wants that 
are capable of being satisfied with things which we call wealth. It 
.goes further and includes a study of whether and how man’s efforts 
•can be so increased, reduced or modified as to yield maximum of satis 
faction with minimum of effort In short, it deals with all the phases 
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ol production, consumption, exchange and distribution of wealth by 
men living m society The study of economics answers such questions 
as why and how men produce wealth, what they do with it, and in 
what way these activities of theirs can be so directed as to yield die 
best result* 

' Evidently the scope of economics is limited to those efforts of man 
which pertain to wealth, that is, goods and services which possess 
exchange or money value* In a modern community money provtdes 
the test by %vhich we can separate economic from non-economic things* 
The services of wives, friends and social workers rendered without 
pecuniary rewards, are beyond the scope of economics, although they 
increase man’s welfare* But while confining itself to things having a 
money value, economic study does not altogether exclude the conside- 
ration of religious, ethical aud political motives which affect man’s 
economic activities* Modem economics deals not with the ‘economic 
man’, guided by self-interest alone, bereft of all feelings except the selfish 
pursuit of wealth (—an abstract and imaginary concept of old eco- 
nomists like Senior, who narrowed the scope of economics and wanted 
to make it an abstrast science so as to give it scientific precision—) 
but with the real man ol the world as he is, guided in his requisition 
and expenditure of wealth by motiv es other than those of self-interest 
as well as of self interest, though of course the latter predominates m 
most cases. 

Ttie study of economics starts with many of its basic principles 
taken from other branches of knowledge like Psychology and Physical 
and Biological sciences* Thus economic laws of Diminishing Utility 
and Diminishing Returns have been directly derived from Psychologi- 
cal and Physical bases respectively* It is beyond the scope of 
economics to inquire why the second unit of a commodity’ gives Jess 
satisfaction to os than tee first or why a given area of land is subject 
to diminishing returns* And it cannot be denied that any material 
change in these basic principles will involve a reconstruction of 
economic theories based on them. Thus if scientific progress could 
make possible an unlimited yield from a limited area of land, the law 
of diminishing returns and the theories of rent and population based 
upon it, will have to undergo material alteration. 

Further, modern economics lays emphasis on the human aspect- 
Of Us problems* We cannot ignore the welfare of man m the study 
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of questions pertaining to wealth , for we cannot conceive of wealth" 
irrespective of man, the satisfaction of whose wants and promotion 
of whose welfare is the end of all wealth— wealth itself being only a. 
means to that end. The popular definition of economics as "the study 
of man m relation to wealth” rightly puts man first and wealth 
afterwards* Earlier economists put undue emphasis on wealth, 
throwing man in the background* It was this tendency which led 
writers like Carlyle and Ruskin to dub economics as the "dismal 
science” and "the Gospel of Mammon”* This emphasis on human 
welfare as the goal of wealth has also drawn attention to the great 
evils of the industrial system, which aims at increased output of wealth 
through over working of the labourers* 

Recently Robbins has criticized Marshall’s description of 
economics as being concerned with the satisfaction of man’s material’ 

wants. But if in the term material wants we include also ‘immaterial’ 

✓ 

wants as Prof* Marshall did intend this criticism loses its force 
Robbins has then tried to widen the scope of economics by defining 
it as "the distribution of scarce means between alternative ends 
But this definition does not introduce any new thing except that 
it includes in economic studies all things where economy is necessary. 
The popular definition recognises that resources in land, labour and 
capital available in a country are limited or ‘scarce’ and they have to be 
utilized in the most economical manner, that is, in a way that secures 
the greatest possible output of wealth and well being* Robbins’ 
definition would include not only the distribution of limited time at 
our disposal over different lands of productive activity but also over 
work and play and perhaps over different kinds of games* In another 
direction, however, he has narrowed the scope of economics by limiting' 
the use of scarce resources for given ends, so that his definition bars 
the discussion by economists of social ends. 

Economics— science as well as art, 

A science has been defined as "a systematised body of knowledge 
which enunciates laws about a particular class of phenomena*" An 
art is also a systematised body of knowledge having a practical end 
in view* Thus astronomy dealing with the position and movement 
of heavenly bodies is a science, while navigation which takes advant- 
age of astronomical laws in the steering of ships is an art* The. 
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-function of science is to observe, classify and explain facts— to trace 

-effects of causes and seek causes of effects The function of an art is 
"to apply knowledge of facts to practical purposes* 

Judged in the light of these definitions economics is both science 
-and art* According to Prof* Chapman Economics is a positive science 
•dealing with economic facts as they arc, at ortnaiwc science 
inquiring into facts as they ought to be, and an art finding out the 
ways and means by which the desired end can be reached* Thus 
economic studies are very comprehensive in their scope When 
dealing with the problems like inequality in the distribution of wealth, 
modern economists not only attempt to investigate facts about inequa- 
lity and its causes, but also go into the ethics of inequality and try 
to discover means by which it can be extinguished or minimised* 

.Relation to other Sciences 

Enonomics end sociology. Men living m society ha\e many 
kinds of relations with one another — social or ethical, political, legal, 
and economic Each of these is studied separately and forms the 
subject matter of a separate branch of knowledge Thus economics 
is one of the many social sciences and forms part of the general study 
of man ra all his varied relationships termed sociology or the general 
social science 

But while it is convenient to break up the study m so many parts, 
it is difficult to study roan’s actions in any one sphere entirely ignoring 
the others* Man's economic motnes and activities influence, and are 
influenced by, his political, legal and ethical ideas and institutions* 
In his pursuit of wealth he is very materially affected by the legal 
and political institutions and by public opinion and custom m regard 
to moral conduct Thus in initiating any economic policy the state 
has to consider its effects on all the spheres of social life* All social 
sciences are thus closely related to one another, though for the sake of 
convenience ibey are studied separately and generally by different 
sets of students* 

Economics and Psychology. Psychology or mental sc)ence 
deals with man’s instincts, impulses and motives, which lead him to 
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an innumerable variety of actions, and economics is closely concerned 
with those motives and feelings of man which affect his economic 
activities. Many ofthe economic laws and theories are thus directly 
or indirectly based on psychological principles, e* g. ithe laws of dr 
minishmg utility and least sacrifice* 

Economics and Physical and Biological sciences. 

Man’s economic activity and well-being are considerably affected 
by the researches and investigations carried on in Physical and 
biological sciences* Thus innumerable inventions and discoveries of 
Physicists and Chemists have enormously increased man's mastery over 
nature and his capacity to produce wealth, while botanical researches 
are continually helping him to obtain more and better food from the 
soil* Some of the economic laws themselves are based on the conclu- 
sions drawn from these sciences, e* g. the laws of diminishing returns 
from land and heredity, which have helped m constructing and per- 
fecting the theory of population. 

Economics and Geography 

Geography deals with man’s environment as affecting his activity 
and well-being , and so far as geographical surroundings influence 
man's economic activities — and they do so in a large measure— a 
student of economics has to study geography. In fact, a detailed 
study of the distribution of natural resources, climate and population 
of a region is necessary to understand its economy. 

Economics and History. 

History, especially economic history, helps us to understand, 
formulate and develop economic theory, while a considerable part of 
past history has been the outcome of economic causes. Numerous 
invasions and systems of revenue and government are traceable to 
contemporary economic conditions. Thus history has to take account 
of economic organisation, and a study of economics has to take the 
help of the facts of history. 

Economics and Mathematics and Statistics. 

The study of economics is very greatly facilitated by the use of 
mathematical and statistical methods* Mathematical method helps to 
clarify and give precision to economic laws like that of supply and 
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demand, while stat.st.cal mvest.gat.ons have helped not only to verify 
economic theories bat also to formulate new theories like Engel’s Law, 
and have enriched economic knowledge to a considerable extent. 

Divisions Into which economic science Is divided. 

Economics has been divided into four distinct divisions, which 
deal separately with the different phases of human activities in connec- 
tion with getting a living* These economic activities ate usually divided 
into production, consumption, exchance and distribution. 

Production deals with the ways in which things we call wealth 
come into being. In this branch of economics v;e stud} the requisites 
of wealth production and the causes which retard or promote such 
production 

Consumption deals with the use madeof v ealthby human beings*- 
In this branch we study the nature of human v/ants, the influence 
which they exert on man’s activities connected with production, 
exchange and distribution of wealth, and the principles which govern 
or should govern expenditure of income m money or kind 

Exchange as a division of economics is concerned with the study 
of the factors that govern the passage of wealth produced from produ- 
cers to consumers, such as the essent.als of a market, the process of 
valuation of goods and services and the mechanism of exchange 

Distribution deals with the methods by which vvealth produced 
is shared by those who produce it and the factors that determine the 
shares of the different categories of producers 

These divisions or branches of economics are as closely related 
and interdependent as are the respective processes v ith which they 
respectively deal* It should be noted that all the four processes, pro 
duction, consumption, exchange and distribution are going on simulta- 
neously Every hour or even minute of the day each of them is on 
We feel want or desire to consume , this leads to productive activity 
on our part In a very primitive society the things produced maybe 
consumed directly by the producer* But in a modern society there is 
specialisation and group production which give rise to exchange and 
distribution* Goods produced by each set of persons are exchanged with 
those produced by many other sets of people, while those produced by 
a group are distributed among all the members of the group not 
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•directly but m the form of money in which they are first turned through 
-sate. Exchange is thus the bridge over which most of the goods 
produced pass. 

Each of f these processes affects and is affected by the others. Thus 
a good standard of consumption creates a greater demand for goods 
•and increases efficiency in the production of wealth. A more efficient 
system of production increases wealth available for distribution while 
an increase in the share of wealth accruing to the citizens raises their 
■standard of consumption and promotes productive efficiency. 

Exchange on its part is a very essential link between the various 
processes. Increased production and consumption extend the scope 
of exchange, while a good system of exchange promotes division of 
labour and efficiency m production and variety in consumption 

Aim and Utility of economic studies. 

The study of economics, like the study of any other brahch of 
knowledge, has a two fold purpose. It satisfies man’s curiosity and 
increases his knowledge about his actions in getting and spending 
wealth, and this knowledge develops his faculty to understand and 
capacity to do things. And secondly, it enables him to use his know- 
ledge in furthering his own welfare as well as that of society at large. 
Thus the more important aim of economic study is the furthering of 
human welfare. 

The study of economics helps us to know how wealth is produced 
and consumed and also how these processes can be so modified as to 
increase our economic welfare m'particular and total welfare m general. 
Thus a proper study of the subject makes us better producers' and 
better consumers. We become more; efficient and therefore happier 
farmers, manufacturers, traders, bankers, statesmen and citizens. In 
short, we are enabled to maximise the fruit of our effort as well as the 
satisfaction that we derive from such fruit, that is, to apply our labour 
and use the product of such labour to the best advantage. N 

According to Dr« Marshall and other modern economists the 
central problem of economics is the alleviation of suffering caused by 
poverty or the lack of the means of satisfying our primary needs for 
food, clothing, shelter and reasonable comfort The glaring poverty 
of the mass of population in this era of large-scale production has set 
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economists to seek the causes of po\erty and to find means to alleviate 
it, for poverty is not only responsible for much of the existing wretclffed 
ness and misery but it is also the root cause of the continuance of 
poverty and misery in the world. "The curse of the poor is their 
poverty.” Lack of means to satisfy wants makes men indolent and 
morally degraded, thus marring their present as well ns their future 
Hope, the nectar of life, is taken out of them, and despair over take^ 
them All ambition and desire for progress leaves them 
Wealth and Welfare ? 

The aim of economic study is to find out the ways by vhich 
wealth can be increased and welfare of man promoted. Wealth satis 
ties human wants and an increase of wealth is expected to increase 
human wel fare This is, however not always the case Man’s wants are 
satisfied and his welfare promoted not only by economic goods which vve 
call wealth but also by free goods and by a host of other things v Inch 
are non economic in character such as political freedom, spiritual poise 
and amicable social relations, Thus when popnlation increases or 
such legal monopolies as reservation of forests are created, more and 
more of free goods like land surface and water reservoirs get appro 
prated and beceme economic goods, which means an incrcTse in 
wealth, that is, goods possessing money value But this only means 
that many things which were enjoyed freely by all, arc now obtainable 
by a few only and that also only with effort or sacrifice. 

Similarly, an increase in wealth may be brought about by making 
man a better tool but a worse or more wretched man The hours 
of work may be so lengthened or the mtensitv of labour so increased 
that inspite of more goods at the disposal of man, he gets less leisure 
than is necessary to make him happy. Some of the modern develop- 
ments in the fields of production and consumption have done this to a 
considerable extent The factory hand has become a more efficient 
producer, and this has placed m his hands more material goods — wine 
and things that yield sensual pleasures— but be has lost his indepen 
dence, airy and health promoting surroundings , while the keenness 
of competition for the possession of more and more of material goods 
and the selfish pursuit of earthly pleasures, have dv arfed his moral 
and spiritual senses, his feelings of love and sympathy 

Again an increase in the total wealth of the community does not 
promote welfare if such increase is very unequally shared. A few 
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individuals in affluent circumstances are no source of hapiness to the 
starving millions However, these unwholesome features of the- 
modern industrial system have received the attention of administra* 
tors aud social reformers and their injurious effects have been greatly 
minimised by education, cooperation, and legislation in favour of the 
poorer classes of society. 

The sum and substance of above arguments is that increase m 
national Wealth or national dividend does not necessarily imply an 
increase ih social welfare. It may in some cases actually result 
m decrease of welfare. Before examining the situations where contrary- 
results occur, we may at the out set clarify the foundation stone on 
Which this entire structure rests To the westerners, who believe 
welfare to arise solely from material consumption, it may seem illogical 
to argue that increase in national wealth may result m decrease of 
welfare* But to the onental mind who knows fully well that welfare 
or happiness is not to be associated with material consumption aione,- 
there is no logical inconsistency m the startling notion that increase 
m national dividend or national wealth may in certain situations 
result in decrease of welfare or at least may not result in its increase. 

In order to appreciate fully this point of view, we have to clarify 
out notion of welfare- Pigou has classified welfare as economic and' 
non economic, the former that which can be directly or indirectly 
brought in relation to the measuring rod of money , the latter that which 
cannot be. The total welfare is the aggregate of both and this aggregate- 
really implies the total happiness If economic welfare is increased 
by increase in national wealth, it does not imply that the aggregate 
is increased- The aggregate may not rise, if the increase m the one 
component is balanced by the decrease in the other. It is only if both 
the components are moving in the same direction that we can say that 
the aggregate is maximum when the economic welfare is maximum. 
Thus, our first assumption is that economic welfare is the closest 
approximation to total welfare* The second assumption is that national 
wealth and national dividend are the closest approximation to economic 
welfare But we must not make use of these assumptions without the 
knowledge of their limitations. 

Increase in national dividend and national wealth will not mean 
income m welfare if the portion accruing to the poor is diminished. 
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Bad distribution of wealth to the detriment of poor will mean more 
loss of welfare by the poor than its cam by the rich* The aggregate 
•social welfare will diminish* 

"Further, to judge whether increase in the one will lead to increase 
in the other, we have to examine how the increase in national wealth 
is brought about If it is brought out through the use of new inven 
tions, through better utilization of time by avoiding the Strikes and 
lockouts and labour disputes, through the adoption of better systems of 
wage payments and lastly, through better remunerations, then 
naturally increase m wealth will mean increase m welfare. Bnt 
if additional wealth is due to forced labour, duo to more work at 
the cost of the necessary leisure, then obviously, the increase tn 
wealth may not imply increase in welfare* 

And after all, we must not ignore the fact that material con'umn 
tion is not the sole determinant of welfare. Much depends upon the 
habits, feelings, expectations and mental attitudes of the consumers. 
The villager today, if he is transported to a new world with cars and 
palaces, will not feel better off, after he has once become accustomed 
to the new standard of living* In the transitional stage he may feel 
better off. but ultimately he will become accustomed to the new 
level , his psychology will change and it is rather difficult to say that 
«ven then he will feel happier. Thus increase m national wealth does 
not necessarily mean increase in welfare. 
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But such cannot be the case with laws dealing with things 
possessed of life, which is ever changing Plants and animals show 
varities uncommon in matter. Some plants will attam a larger height 
than others, even when provided with the same hind of soil and 
climate Some swallows will prefer to lay their eggs on a tree , others 
may Choose a hole in the wall of a dilapidated house , but water, as 
we have seen, is incapable of any sOch choices or preferences in its 
movements. So we have to recognise that all biological laws — i e 
laws dealing with living things, are less exact and less universal than 
the laws of physical sciences And it is a matter of common 
knowledge that as we pass from lower to higher forms of life, the 
variety shown in regard to time as well as place increases. Plants 
possess life but no will or power to move, and so they show less 
variety than animals who possess will as well as power to move about. 
Evidently, botanical laws are more exact than those of zoology. And 
as we come to the highest form of life in man, we find him possessed 
not only of instincts and freedom of movement like those of animals, 
bat also reason and the power to act or to refuse to act in con 
firmity with his reasoning and natural impulses While other 
forms of life try to adapt themselves to their environment, man can 
and does very largely modify and adapt his environment to his 
own likings. Then again social life is highly evolutionary, and with- 
in a space of a few hundred years, man has changed his wandering 
life of a hunter into a highly settled life, involving a complete trans- 
formation of social life. And so, laws dealing with such a being can 
not be rigid and universal in their application irrespective of time and 
place. 

But should all this be taken to mean that human activities are 
totally devoid of uniformity ? Certainly not In spite of the great gift 
of free will possessed by man, his actions are to a very great degree 
subject to natural instincts and impulses more or less common to all 
humanity. The largest number of people of all nations and at all times 
has felt the necessity of and believed in a divine power. Almost all men 
try to preserve themselves , love for the offspring and sympathy for 
neighbours are to some degree at least common to all Man is at the 
same time a rational animal, and in the overwhelming majority of 
cases, his reason always tends to restrict his free will to reasonable 
action and as this reason is common to all mankind, man’s actions 
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cals in their pure state and watch the results of their combination in 
his laboratory, unaffected by extraneous causes, but an economist can 
neither raise prices nor register its effects on the demand of a given 
city or country* And even if it were possible, his conclusion may be 
vitiated by such causes as increase of numbers or change tn tastes over 
which he has no control and on account of which he cannot find out 
with precision the effect on the demand for a commodity due solely 
to a given rise in its price* 

It may be noted that Economic laws are natural laws in the 
sense that they are based on man's nature and his instincts. But if by 
natural law we mean laws which are incapable of variations like the 
laws of gravitation, Economic laws are not natural. 

/i 

The Methods. ' v 

In all scientific investigations and formulation of laws two 
methods are employed. They are deductive and inductive 

The Deductive Method, Consists in deducing particulars facts 
or truths from a general truth or principle. For instance, from the 
fact that land is subject to diminishing returns, economists have 
■deduced the laws of rent and population* This method was very 
popular with older economists, who based all their theories on the. 
following principles or postulates 

(1) the law of the least sacrifice based on self interest* 

(2) the law of diminishing returns from land 

(3) freedom of competition. 

(4) the law of population. 

The Inductive Method follows a different course, Here the 
scientist observes particular instances and after their classification and 
analysis deduces laws or general tendencies* For instance, we collect 
facts in regard to incomes of a number of individuals and the sizes of 
their families, From these we may deduce the relation, if any, that 
exists between the size of income and the size of the family , e* g* that 
wealtheir persons have on an overage smaller number of children born 
to them. No doubt we may also reach a similar conclusion by the * 
deductive method by a consideration of the effect which the size of 
income produces on man’s sex or paternal instincts. 
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Thus while in deduction we reason from the general to the parti- 
cular in induction we reason from the particular to the general. The 
use of the two methods may be further illustrated as follows t Exces- 
sive heat on a summer afternoon is usually followed by a high wind or 
thunder storm. This truth or generalisation is based on observation or 
■experience of common people and the method hpre is inductive* But 
the same generalisation may be based on the deductive method in this 
way. Eexcessive heat or high temperature in a region expands air 
•and-makes it lighter and its pressure lower. Lower temperature and 
higher pressure in adjoining regions causes flow of air from the latter 
to the former areas. 

The drawing of conclusions from abstract truths or principles 
has led to the deductive method being called the abstract method, and 
the protagonists of the inductive method have also criticised it as 
dogmatic, especially as in their view some economists have drawn 
-wrong conclusions or have based their deductions on wrong postulates* 
The inductive method has been called the concrete method because it 
bases its conclusions on concrete facts* 

It is now universally admitted that both methods are useful and 
even necessary m economic as well as all scientific investigations The 
deductive method is quite useful in drawing conclusions from known 
principles and truths, and inductive method is useful m verifying those 
conclusions as well as in drawing new conclusions from the observa- 
tion of facts* Deduction helps in explaining and co ordinatmg conclu- 
sions arrived through induction and in drawing further conclusions and 
forecasts about the future tendencies or happennings* 

Some Asaumptlons of Economics. 

In all economic discussions and exposition of economic laws and 
theories certain things are assumed without being explicitly expressed 
in words. These are (l) an ordered society possessing a government 
which ensures secnnty of person and property and which enforces 
contracts {2) freedom of competition and enterprise, enabling all men 
freely to engage in any kind of occupation which is not closed to the 
public by law on grounds of morality or public policy, (3)’ Right of 
private property and inheritance— institutions which ensure the en 
joyment of the fruits of one’s labour and the certainly of being able to 



pass on those fruits to heirs and successors. (4) a money economy- 
where goods are sold and purchased not directly but generally through 
tile medium of money and (5) a radraess on the part of individuals to 
act according to their best interests. 

' In so far as these conditions are wholly or partially non existent 
economic theories are falsified. Absence of competition, inability or 
unwillingness to seek the cheapest market through ignorance, custom, 
or sentiment are the forces of economic friction which counteract 
economic forces like free competition and enterprise and prevent the 
normal working out of economic laws e.g. the full play of the law of 
supply and demand is checked by monopolistic combinations, state 
controls, and ignorance of the conditions of demand and supply by 
persons entering into competition as buyers and sellers. 

Recent trend m both economic thought and sentiment is towards 
state control and planning of economic life. While the old recognized 
school of economics bemoaned the economic frictions as preventing the- 
operation of economic laws, the more modern thinkers are increasingly 
tending towards controls and state interference in the economic field at 
every step Thus if the state takes over all or most production,, 
distribution and exchange of wealth in its own hands or even if it only 
exercises rigid control over these activities in the hands of private 
agencies, most of our economic laws and theories will become not only 
out of date but entirely meaningless That will lead to the rise of a 
wholly new body of economic principles applicable to state or planned 
economy. 

The theories as expounded m this and most other text books and 
the assumptions enumerated above are applicable only to what is called 
capitalist economy, which has freedom of enterpnze and competition 
limited by law only to the extent of prevention of fraud and 
spoliation* 
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2. Pastoral Stage, Tamtng of the animals. 

Later on men learned to find subsistence not by killing but by 
taming the animals. This ensured a more certain supply of food and 
clothing , family attachment developed and population grew* especially 
as the tending of herds required several persons to look after them- Of 
course, life was still nomadic, as the cattle or sheep had to be moved 
from place to place to provide them with pasture Personal possessions 
however increased, as they could be easily transporated on the backs of 
the animals. Life, on the whole, became comparatively more peaceful, 
and the division of labour among the husband, wife and the children 
sprang up Nomadic life, however, did not promote or require an 
ordered government or society 

3. The Agricultural Stage. Taking to the soil. 

By and by man learned that soil could yield a continued supply 
of means of subsistence by cultivation, which provided a still more 
certain source of food The cultivation of soil necessitated settled > 
life, which together with adequate supplies of food led to an increase 
m population. In this stage, the institution of property became very 
important, as not only did the proprietorship over the cultivated land 
become necessary but the excess produce of the soil had also to be 
preserved for future* To protect property some kind of protective 
organisation became necessary, and government was evolved The 
settled and organised life led to peace and prosperity, which m theit 
turn encouraged the pursuit of arts, science and literature. Villages 
consisting of several families living in separate houses or huts, 
grew up. 


4 . The Artisan or Handicraft Stage. Making of things by tools. 

Agricultural life gave birth to arts or handicrafts Tillage 
required implements and tools, and settled life 'encouraged the 
use of clothing and houses. Thus, there sprung up blacksmiths, 
potters, weavers and masons. There also appeared the division 
of labour and exchange* The cultivators and artisans supplied 
each others’ needs* First, this was done by direct exchange 
or barter- The artisans suppled their wares ploughs or clothes—" 1 
and such classes as barbers and washermen their services in 
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exchange for corn of the farmers. Later on, the use of mon y 
medium of exchange appeared. Towns grew up, whtc ® 
attracted artisans, while the farmers lived in vil ages, an 
between the town and its countryside developed. 

5. The Industrial and Commercial Stage. Making of things 
by Machine. 

With the extension of mans scientific knowledge and his 
over natural forces such as water, wind and electricity, ere ^ 

machines and engines, which helped to produce as we as d th 

in large qualities and at a high speed* This "/^eTof t^ 
processes of production as well as exchange* e c ' e extension 

stage are the complicated organisations, the growt o ow , 
of the division of labour and exchange, and the development of credit 
and banking. This stage is also termed the age of t e ma 
distinguish it from the artisan stage, which is called the age 
With the growth of international trade, has develope a 
we call geographical or international division of labour. 

If we trace the evolution of industrial organisation during these 
different stages of economic development, we find that m e ^ 
ing production was organised on the basis of family as 
household was the centre of economic activities. Wants we 
they were satisfied by the members of the family working m co-opera 
tion under the guidance of the head of the family* 

In the second stage there came into existence what is called the 
domestic system of production- Under this system people *t worked 
m their homes, but not for themselves as under the family system but 
for a merchant employer, wbo used to export goo s ou si e* 
the middleman came into prominence. Later on there appeare 
which began to regulate as well as promote the industrial activi y 

With the introduction and use of machinery after the Industrial 
Revolution, the domestic as well as gild system were 1 thrown mtol e 
background and the factory system of production developed, which 

now, predominates so that factory system has become a rule rather 

than an exception in all the important industries of the modem 
■countries of the world. 



PART II 

INTRODUCTION 



( 30 ) 

goods made up of tine ore, changes its time* All these agencies ad 
utility to the ore by their operations and are producers in the re; 
sense of the word , 

All productive activities may be classified as follows 

■Industrial Activities • 

(1) Extractive industries —engaged in the extraction of raw 
•materials from nature* e. g* farming, mining, fishing, forestry, fur- 
gathering. 

(2) Manufacture, consisting m treating the raw materials and 
turning them into finished goods e. g, spinning, weaving, soap 
making, etc* 

Commercial Activities . 

(3) Transport servicesrengaged in moving goods from place to 
-place, e. g* railways and shipping. 

(4) Mercantile services-consisting m purchasing, sorting, storing 
and selling of goods-work done by merchants and middlemen including 
brokers and factors. 

Financial Activities i 

(5) Banking services-engaged in providing capital and credit to 
industrialists and traders. 

Professional Services. 

(5/’ Public services— of soldiers, judges and policemen. 

(7) Private services — of lawyers, doctors and domestic servants* 

The proportion of population of a country engaged in different 
classes of these industries gives us an indication of the stage of its 
economic development* If a much greater proportion of the people of a 
country is engaged in extractive industries, as in India, it can be safely 
concluded that the country is m her agricultural stage of economic 
development. 

The classification is also useful in preparing an economic plan 
for a country. As a rule m a well-balanced-planned economy the 
entire population of a country must be engaged in tbe^different in- 
dustries in some correct proportion to be determined by her natural 
resources and the economic requirements of the people inhabiting it* 
It is only then that the maximum material welfare can be secured for 
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the people. The distribution of population m productive activities in 
any proportion other than the ‘correct’ one is sure to be uneconomical. 

The Incentive and scope for productive activities. 

The necessity of satisfying economic wants both present and 
future is the only incentive for the people to engage themselves m 
productive activities* Economically considered a man is no more 
than a bundle of economic wants moving in flesh and bones. He 
works simply because m no other way can he satisfy them Wants 
provide the motor force of productive activities* Scope of such activities 
is conditioned by the natural resources, quantity and quality of the 
people ahd their scientific knowledge and inventive genius* If a 
country is rich in natural resources, a large number of industries can 
be started, otherwise the scope for economic activities in localities like 
deserts and hilly tracts is very much limited Similarly, hardworking, 
intelligent energetic and virile people can extend the scope of their 
activities by utilising the natural resources of their country to the 
•fullest extent. Scientific inventions by enabling men to control natural 
forces and political stability by ensuring peace and security to life and 
property can considerably extend the scope for productive activities. 

The Agents of Production * 

All production involves the use of the services of two primary 
factors — Nature and man* The former provides the materials and 
the latter provides labour or effort needed to make things or render 
aervices These two are thus the primary agents or factors of 
production, in as much as production would be impossible without 
them, and also because the other two factors, mentioned later, are 
derived from them. These two factors are termed Land and Labour 

Besides land and labour, there is a large number of things, 
which are not land but are great aids to production, such as machines, 
fools and buildings that help production* We call all such things by 
the name of capitab The help, of capital is so important these days 
that the whole industrial system is called capitalistic* Then there is 
a fourth factor, Organisation, whose function is to bring together the 
•other factors of production and to undertake the risk incidental to all 
enterprise. Capital and organisation are called secondary factors of 
production because capital represents purely the fruit of past labour 



upon land, while organisation is only a special kind of labour. This 

last factor has assumed importance with the growth of large scale 
production, for it is the ability and efficiency of the organiser upon 
which depends the success of a big factory or business It is nol 
necessary that all these factors should be provided by differem 
parties It may be, as is usual in small businesses that the same 
man is landlord, labourer, capitalist and organiser. 

All these factors of production ate important for production o' 
wealth, though their importance has varied from time to time accord 
fng to the particular stage of economic development. The important 
of land, for example, is very great in hunting, pastoral and agriculture 
stages. Capital and Organisation play little part m the first twt 
stages 5 m the last, however, their importance increases- In the 
industrial stage-specially where lagre scale production becomes thi 
order of tne day-capital and organisation begin to play an increasingly 
important part in the production of wealth. 

Efficiency In production. 

The term productive efficiency denotes the amount of output m. 
relation to the quantities of the various factors of production engaged 
in production Thus of the two factories employing equal amounts 
ol laud, labour and capital the one that shows greater output m a 
given period is more efficient This efficiency of a factory or of a 
country is dependent upon the quantity and quality of natural 
resources, population, capital and organizing ability. 

The concept of efficiency is however of importance from the 
point of view of human welfare Thus the amount of output of a 
nation or society as a whole is of a little significance What is im- 
portant is the production or output per bead of the population 

Again efficiency in production should not denote only the amount 
of output pei head but output m relation to inconvenience or sacrifice 
required to produce it, so that efficiency should increase material 
welfare* Thus efficiency in production has two aspects (l) Maximum 
output (2) Maximum material welfare. The modern capitalistic pro- 
duction has succeeded in the first but has failed in the second and that 
is why it is being decned and also threatened by socialistic tendencies, 
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improving its productivity. If, on the other hand, the tenants are liable 
to ejectment at will inducement to improvement is lost* Productive 
efficiency of land other than agricultural, however, is determined more 
by external factors than by the internal factor of fertility. The exter- 
nal factors include improvements brought about by the social and 
economic structure of society— specially means of transport and 
communications) banking and marketing facilities. 

Efficiency of land in general implies its suitability for the use to 
which it is put. Land is required, for example, for agriculture, for 
constructing factories, for educational and recreational purposes. In 
each case different factors will determine its suitability according to 
the particular use to which the land is put to. 

However these conditions of productivity of land are capable of 
being modified by man to suit his advantage He can imptove ferti 
lity as well as situation by manuring, levelling, irrigation, drainage, 
mixture and rotation of crops and by opening up of means of transport. 
Reform of land tenure can be and is undertaken by the state in the 
interests of productive efficiency 

The Law of Diminishing Returns from Land. 

The capacity of land to yield wealth m cooperation with 
labour and capital is physically limited. When we apply a > given 
amount of labour and capital— call it a dose — to a given acre of land 
we get a certain amount of produce* When we apply double the 
amount of labour and capital— 2 doses — to the same acre, the produce 
is usually greater but less than double, that is, the additional dose 
yields less than proportionate return* This means that the return due 
to the application of the second dose is less than the return due to the 
first dose* When we apply three doses, return due to the third dose 
tends to be smaller than the return to the second dose, and this ten- 
dency continues* This form of cultivation or farming, where a large 
quantity of labour and capital is applied to a given piece of land, is 
called intensive cultivation It is much m vogue in old countries like 
Belgium with dense populations 

Further if additional doses of labour and capital are applied 
not to the same plot but to new plots, the return again tends 
to dimmish. Firstly because, it is natural on the part of a farmer 
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to cultivate the most fertile piece of land available, and the yield of 
such land due to a given amount of labour and capital is certain to be 
higher than the yield of another piece which is less fertile or more 
remote from his hut or market , remoteness from home increases the 
cost of farming and supervision, and greater distance from the market 
adds to the cost of transport. WheD the available amount of labour and 
capital is applied to a large area, cultivation is called extensive 
Whether the one or the other form of cultivation is resorted to in a 
particular region at any time will depend on their comparative 
profitableness* 

In either case, the marginal return, that is, the return due to 
additional dose goes on decreasing It should be borne in mind that it 
is the amount of output and not its value in money that decreases* 
This tendency has been called the Law of Diminishing Returns. 

But it must be remembered that under certain circumstances 
returns may increase for a time instead of diminishing. When owing to 
insufficiency of labour and capital land does not get properly ploughed 
or watered, returns are very meagre, and a doubling or trebling of such 
small doses may yield increasing returns for some time. Again, 1m 
provement in the methods of cultivation such as scientific manuring and 
betterment of tools or field organisation, may increase the yield due to 
additional labour and capital applied on a farm in the shape of more 
labourers, manure or machinery. And as such exceptions to the law 
are not infrequent, it has to be stated and understood only as a 
tendency, although the tendency of returns to increase from either of 
the above two causes is temporary, yielding place to the opposite 
tendency of diminishing returns* Taking into consideration these 
points, the Law of Diminishing Returns may be stated in the words of 
Dr Marshall. 

An increase in the capital and labour applied m the cultivation 
of land causes tit general a less than proportionate increase in the 
amount of produce raised« unless it happens to coincide with an 
improvement in the arts of agriculture.’’ 

It is lo be noted that total return does increase for a very long 
time. It is the marginal returns, or returns due to additional doses 
that tend to dimmish w ( th every increase m such doses. This fact may 
be made clearer by the following table and diagram 
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Returns obtained from the application of a number of doses of 
labour and capital on an acre of land under intensive cultivation 


Year 

No- of 
doses 
applied 
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Cost m 
rupees 

Total 

return 

mds. 

Marginal 

returns 

mds. 

Cost per 
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30 

15 

3 

< 2 - 0—0 

Dimins 

Increasing 

4th 

mM 

40 

17 

2 
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If 

5th 

H 

50 

18 

1 
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Similarly, returns due to additional doses would tend to decrease, 
as we have seen, even if these additional doses were applied to different 
plots less fertile or more remote from the market than the original 
plot* ' 


Increasing coat. 

The above table shows that as returns dtmmish»cost of production 
permaund increases* This is evidently true, and the law of diminish* 
mg returns is also termed the law of increasing cost* The two curves 
{a) and (b) represent the law of diminishing returns from the point of 
view of returns and costs respectively. In the curve (a) though the 
return for the second dose is higher than that for the first it is less due 
to the third dose, still less for the fourth and so on In curve (b cost 
per maund diminishes first but increases constantly thereafter as output 
increases through the application of more aDd more doses of labour 
and capital. ’ 

The Relation of price to Cultivation. 

The extent to which cultivation is pushed intensively and 
extensively depends on the price of the produce. When prices rise it 
becomes profitable to apply more labour and capital on more fertile 
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pieces of land and some on less fertile pieces* And application 
of labour and capital tends to be pushed to the dose whose cost in 
money is equal to the money value of return due to it* Such dose is 
termed the marginal dose and the return due to it marginal return ’• 
All previous doses leave a surplus profit to the cultivator and under the 
play of self interest he is expected to push his outlay on land to the 
marginal limit, where he becomes indifferent. 

The operation of the law of diminishing returns In different 
Industries * 

This tendency of diminishing returns operates m agriculture 
much sooner than in other industries like manufactures where returns 
increase for a long time. In other extractive industries also the law 
begins to operate sooner or later In mining and fishing returns may 
increase for a time due to additional outlay on efficient and skilled 
labour and improved machinery, but with every increase in the depth 
of the mine or sea, and with the extending of operations over less 
fruitful or poorer mines and fishing grounds costs increase and returns 
dimmish. Costs of management also increase as the area of opera 
tions widens* 

The law of diminishing returns operates with the greatest force 
and much sooner in agriculture than in other industries because eco 
nomies of large scale prodcuction are not possible to any appreciable 
extent in agriculture. There is not much scope for the division of 
labour and use of specialised machinery in agriculture The operations 
are not continuous and of a routine character as in manufactures, and 
specialised labour and machinery, if applied, are in use for a limited 
period of the year only, which means an increase m costs instead of a 
diminution* And as raw materials used in agriculture are not of much 
importance economies resulting in manufactures from their putebase 
and transport m bulk are not available in any appreciable degree* 
Further in agriculture as well as other extractive industries th* area 
of operations increases much faster than in manufactures where large 
quantities of labour and capital can be concentrated in small space 
Consequently the cost of superintendence and control in extractive 
industries increases much faster than in manufactures. 

In mining and fishing, however, there is much scope for 
the division of labour and use of specialised machinery, as also m 
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foresty, where operations are continuous and of a routine nature* 
The result is that costs in these industries tend to diminish and returns 
increase for a longer time than in agriculture, and the scale of 
production is usually larger in these industries than in agriculture. 

In transport industries like Railways and steamship lines the 
law of diminishing returns does not operate so long as the fullest 
capacity of the fixed capital has not been utilised. Railway lines, 
■stations and controlling staff to a certain minimum extent has got to 
be provided, and with every increase in traffic the proportion of fixed 
•expenses falling on traffic decreases sharply. That is, the cost of 
traffic as a whole per unit of goods and passengers falls and returns 
due to additional labour and capital increase. In steamships also, as 
the carrying capacity of a vessel is increased, costs of coal or other 
fuel as well as of supplementary costs on offices and establishment 
decrease. Further the decrease in these costs more than offsets the 
increase m costs due to the widening of the area of operations. The 
longer the distance over which a load is carried, the smaller propor- 
tionately is the cost of loading and unloading as well as of taking and 
giving delivery of goods per ton mile* 

It is, however, to be remembered that there is a limit to the ten- 
dency of increasing returns and large scale production in all industries 
set by (l) the increase in the costs of superintendence and direction 
(2) increase m the costs of raw materials as poorer and more distant 
sources have to be tapped and (3) the limit of the market and the in- 
creasing costs of distribution of goods among consumers. And returns 
m agriculture and extractive mdustues may be increased by improve 
ments m the methods of cultivation and extraction and by the discovery 
of new fruitful sources of supply of land and minerals. 

'Wider application of the Law of Diminishing Returns, 

The tendency of diminishing returns is equally noticeable m case 
of other factors of production — labour, capital and organisation, 
■whenever and wherever there is limitation of their quantity. The 
daily or yearly capacity of a labourer is limited like that of an acre 
of land, and as he is supplied with more and more land and capital to 
work with or more managers and directors to work under, his output 
due to additional resources tends to dimmish, as each additional unit 
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of other factors gets the cooperation and assistance of smaller and 
smaller quantity of labour. Similar is the case with capital and 
organisation. The law then applies to all the factors of production 
and not only to land This wider tendency also shows that with every 
increase in the quantity of any one factor, other factors remaining: 
constant, the marginal return or the return due to each additional unit 
of such factor tends to diminish* ‘‘The more of it there is, the smaller 
is the quantity of other factors, with which to cooperate and from-" 
which to derive assistance that each new unit finds available* 
Consequently as the quantity of any factor increases, its marginal net 
product in terms of commodities m general continually falls*’’ fPigou 
Economics of Welfare page 617), The law of diminishing returns as 
it applies to land differs from this wider tendency in this that the- 
former applies not only to a given piece of land but also when land is 
increased because additional plots of land are either less fertile or more 
distant from the market. 

The reason why the tendency of Diminishing Returns applies 
earlier and with greater force in agriculture end other extractive 
industries is that there the factor land is of paramount importance and 
its snpply is ultimately limited. In case of other factors there is no 
such limit, and they are capable of great increase. And in manufacture 
mg and transport industries where supplies of labour and capital can 
be easily increased to any amount together with the needed additions- 
to land supply, returns go on increasing until the task of supermten 
dence becomes inefficient 

The Importance of the law of diminishing returns from land. 

This law based on the physical properties of the natural agents 
is of great economic and social significance The maltbusian theory of 
population is based upon this law It shows what has been called the 
niggardliness of nature, foreboding a decreasing share of the necessaries 
of life to each individual with every increase in population and an 
increasingly harder struggle against nature by man for his existence 
It also means that there is in store for man untold misery in the shape 
of famine and disease and war unless he is successful in improving the 
methods of production and discovering new sources of supply so as to 
push farther and further the point of diminishing returns, or in limiting 
his numbers m accordance with the already available supplies. Uptil 
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The following is the diagrammatic representation of the above 
Haw i — 

(1) The Law of Productivity 


!• Till A returns increase 

2 i, B ti remain constant 

3 After B „ begin to dimmish. 


X 



CHAPTER 7 

LABOUR 

Economically laobur denotes all human effort of body and mind 
■which results m goods or services possessing exchange value. It has 
been ivell defined as "all effort of body or mind undergone partly or 
wholly with a view to some good other than the pleasure derived directly 
from the work " Thus we must leave out of consideration the labour 
•of football players, housewives and friends, and of worshippers unless 
■they engage in tlieir work for payment We must also exclude the 
labour of organising and direction of enterprise winch forms a 
•separate factor of production, although such exclusion seems arbitrary. 
The function of labour is to produce wealth bj working upon materials 
■provided by land or nature and by rendering personal services with 
or without the help of capital and organisational direction* 

Labour may be classified into (l) manual, denoting all work 
where exertion of body is more important than that of mind, e*g, the 
work of artisans, coolies, porters , (2) mental, where the exercise of 
mmd is of greater importance such as is the case with the work of 
teachers, vakils, clerks etc. Manual labour may be further subdivided 
into skilled and unskilled . All work that requires manual skill that 
•comes through training, apprenticeship, or practice and experience is 
skilled labour , the work of porters and chaprasis is unskilled labour. 

Characteristics of labour. 

(1) Most of the productive or economic labour that issues m 
wealth is irksome and is undertaken for reward Labour undertaken 
for love is beyond the purview of economic studies* Howsoever 
pleasant may be our job at the start it becomes tiring as days or 
■even hours pass. 

(2) Labour is inseparable from the labourer. While putting 
labour at the disposal of an employer, the labourer has to accept 
certain conditions of living and to move his own body to the place of 
work 


43 



V ft / 

for/”,' abS! "“ 0f 'T l0S ' ,hr °" 8h 

““ '*• land ood " '' ' “« b » a«»™d or p««„ ed 

ab°or=r„«, t „ as , ba P “• Th ” <«* m* K the piJS , tlM 

“* „ ooo -«r andllt^- ° f f « a S 

W Uol.U !»„, I Kbo mself ' Vh “ of ”ort- 

o» 8 ».n..srr,„o„ era ;,^;“-- - *»_ , bl0 „ eh ^ 

ProdocHreoesi of Labour 

amount of wealth „ j 

»f “>•«' and o„ depo„d s 0 „ Ibo 

,c >S most important from the 5 ^ fiffic,enc y’ It is the latter 
ec * use >t >s the wealth produced /T ° f ^ ° f econo ™= welfare 

03 W6ahh Placed by the wholelrtry^ " ’ mP ° rtant " 0t th * 

The quantity 0 f uu„ 

number of people, the, r dl stnbuf,on a "T* “ **»*«* upon the 

number of h W °'" eD ’ ch, Wren and aged r, PO P ° pulatlon > the smaller 
- «* -ater the 

— - -r r *- - the ;^zz £t 

It is, however nnf 

of individual i_u_ 6 Quantity but efficient 

be 'Off of the popula?" 5 ’ ' ! ' n * iy ° r ' n ^ rou P-S which det " Pr ° daCt,Veness 
reduces well h! ' 0 ” Crease , n m , m h B ’ determin « the well- 
re turn S f ro(nDa ^ f ° roa ^tbe 0 p sratlon J " d a « rta >n Point 

3 '«* time the tom T** A " In ^as e m d ' m "”^ 

unless the me ' ^ prod uced but derr ^ ' ncreasst: fof 

effi ciency of s -accompanied by"^ Per C3p,ta 

0f the labourers and n ,n * p 0vem ent th 'ucrease m 

Production, C ~ p ' fa? 8 <Juipment, apac 'ty and skill 

’^msation and methods of 

e Increase and decree , 

°f populanon a . 

” d *«* ».« i,d r y iate p,a » 

are dependent np„„ ,' b ’““"® «»d dec, ease £“*""<”■ »■»> 

Hr ,r: 



( 45 ) 


country. Additional people born in or coming to a country must find 

means of subsistence in order to survive, while a reduction in the 

\ 

means of subsistence must reduce their numbers. 

Thus in new countries like America, Australia and New Zealand, 
where natural resources are vast and exiting population sparse, 
uncrease is taking place rapidly m both ways , while in old countries 
like India and China, where all the available natural resources have 
been utilised, population does not find much scope to increase, and 
emigration is taking place mspite of the great hardships which Indians 
have to put up with m foreign countries. In other countries like 
France and England population has increased in the past mainly 
through an increase in productive efficiency, and this increase m popu- 
lation is now much slower-almost stationary in France. 

Limitation of numbers to suit the existing and prospective 
means of subsistence in a country is thus the burning problem of the 
day. In older times increase in population was seldom desired on 
economic grounds except in the case of perhaps scanty nomad 
populations of pastoral peoples. Greece, Rome and India put a 
premium on families due to mihtarv or political reasons, as is even 
now done by some small states in Europe by lower taxes and allowances 
m case of larger families- Nowadays, however, public opinion is 
usually m favour of limitation in almost all civilised countries except 
in new countries requiring labour for development of their natural 
resources* 

Theory of population. 

Population like vegetable and animal life, has the physiological 
power to multiply faster than its means of subsistence, while the 
number that can live is limited by the available subsistence* Conse- 
quently, undue increase is held in check either by preventive checks* 
e,g. late marriages and continence, or by positive checks, 1 e., war, 
disease, famine etc 

This economic fact or principle is based directly on the man’s 
innate tendency to multiply and on the operation of the law of 
diminishing returns from limited natural resources and has been 
4?iven the name of Malthusian law or principle of population. And the 
conclusions drawn from this law about the coming 'misery for all 
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His fust point rcnnins substantially valid* His second ana 
ibtrd points have become antiquated ns he did not foresee the rapid 
changes in means of transport, colonisation of new lands and improve 
ments in the methods of production 

The optimum population. 

A question of practical importance in connection with tht 
•problem of population, however, is to ascertain optimum or best 
possible population for a country. The conception of optimum 
population has been explained m many ways by different v riters. 
According to Professor Cannan optimum population is “A point cl 
maximum return, attained when the population is r o exactly fitted tc 
the circumstances that returns would be less if the population were 
either less or more than it is*'. Professor Cnrr-Saunders regards that 
density of population as optimum which ‘will obtain the largest mcca 
per head". 

These tv o viev s md’ente the came point about the idea ol 
optimum population-that a country should contain a size of populatior 
-which is just enough to exploit its natural resources in the best 
possible manner so as to have the highest income per head. The point 
* is easy to define and explain, but difficult to ascertain. A country car) 
reaoh it only after a great deal of experience, and even then there can 
be no population permanently optimum* WJmt is optimum to day can 
not be so after ten years It varies according to the state of economic 
development of a Country. What is ontimum under one form of economy 
may cease to be optimum in another form Similarly nn optimum 
population in a country at a time, v hen it has not entered into trade 
agreements with other countries, may become below or above optimum 
as soon as it commences international trade. 

The idea of optimum population, however, seems to be a very 
good goal to reach but difficult to accomplish, and consequently it has 
lost its charm m the field of Applied Economics. 

The Modern view. 

The Modern economists are of opinion that the population 
promblem can not be solved simply by tackling the stxc of the people 
nor can it be solved permanently. It can be solved for a particular 
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srtod of time only and that too by attacking it from all sides* The 
robiem of population is “not merely that of size but of efficient produc* 
on and equitable distribution", and it is not only economic, but social, 
olitical and religious as well. 

From this it follows that although India is overpopulated just 
ow her population can increase still further and yet reach a higher 
andard of living, provided her natural resources are fully exploited 
ad the efficiency of her people increases. The high rates of infant 
lortality and the prevalence of epidemics and ‘famines taking huge 
ill of human life are evidences of over-population. But if produc- 
on of wealth is increased through proper ~ planning and a more 
juitable system of distribution is introduced, there is scope for an 
icrease both in numbers and standard of comfort. 


The Density of population. 

The density of population in a region depends upon the procurable 
ty of the means of subsistence* The means of subsistence can be 
rocurved either directly through agricultural production as in the 
anga valley , or mdirectfy through industrial production and 
ichange. In both the cases facilities for production will be the 
ivernmg factor in the determination of the density of population, 
he natural resources — the physical enviroment, climate, rainfall 
Jwer resources etc — , the means of transport, the nature of 
icupation ,* political security— all affect productive,' capacity and 
irough it the density of population in the region. The urban 
dustrial regions provide more extensive occupation and have 
'eater 'density of population, while in, rural areas occupation 
scarce and the density of population lower But it must be 
>rne m mind that higher density does not necessarily imply over- 
jpulation. The criterion of over population is different* In spite 
high density, the population may not be more than what can be 
d by the means of subsistence or may , be less than what is 
icessary for utilizing the resources of the region. On the other- 
ind, even with large population, the density may be low as is the 
*se in India. - - „ _ 
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Efficiency of Ubonr. 

The term efficiency of labour denotes the productive capacity of 
' labour per head in a given unit of time It is this per capita pro 
ductivity which governs the well being of the population* Evidently 
the labourers who produce hundred maunds of wheat or rice in a 
year will be better off than those who produce only fifty. From the 
i point of view of the employer of labour, however, efficiency is 
measured by the value of his output and the wages paid in a given 
period of time* Thus, to him the labourer who produces 8 Annas 
worth of goods and accepts 4 Annas as his wage per day is more 
efficient or profitable than the one who produces one Rupee worth of 
goods and demands a wage of 14 Annas. 

Factor* governing the efficiency of labour. 

Efficiency in the sense of the size of net output is of greater 
importance from the point of view of national welfare. This efficiency 
“depends upon two broad factors (l) Internal to the labourer and (2) 
External conditions affecting productiveness- Among internal factors 
determining efficiency are the labourer’s power to work and bis will to 
work Power to work m its turn depends upon physical, intellectual 
technical and moral fitness for work, while the will to work— 
dehgence and application to one’e task— comes from a sense of dnty, 
interest m the work and from ambition to improve one’s pecuniary 
and social position. Both power to work and will to work are 
determined partly by birth and partly by environment. Environment 
can he improved by parents of the labourer, the employers and the 
state Thus, physical fitness though partly the out-come of qualities 
racial and parental— can be improved by proper nourishment 
“and parental care in childhood, by the provision of sanitary 
surroundings at home and m the fartory, a fair amount of rest and 
recreation and a living wage yielding adequate quantities of necessaries 
and comforts of life during the working life. Intellectual and technical j 
fitness are lagelv dependent on education and trainmg A sound 
general education and technical training and apprenticeship cultivate 
both the mind and hand* Moral fitness denoting honesty> faithfulness 
and perseverance are even more important for efficiency. They are 
largely the outcome of religious and social surroundings, but e.en 
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ifhey can be developed by a proper system of education at home and 

in the school 

. 

The development of these qualities is of great importance for 
national well being, and vt is the duty of the parents,' the employers and 
the state to do'all they can m this respect* Unfortunately the parents 
■have neither the resources nor the prudence and unselfishness required 
to give education sad training to any adequate extent* The employer 
on his part is deterred from such investment in his labourers or their 
children because there is no certainty of his retaining their services* 
It is this fact which puts upon the state the responsibility of promoting 
efficiency of labour. The modern state discharges this responsibility 
partly by compelling the employers to provide certain minimum 
conditions in regard to hours of work and wages and partly providing 
education and some of the essential amenities of life at its own 
expenses* Good employers generally always go a little further than 
■what the law compels them to do for their employees Thus some 
of them provide medical facilities, education, recreation and housing 
at concessional rates , , 

An enlightened employer like Henry Ford can do much to 
improve the efficiency 1 of his labourers to the advantage of himself 
as well as of his employees by providing a living wage, recreation and 
Test and suitable promotions* An careful study of fatigue has revealed 
the fact that long hours do not’ necessarily result in more work Longer 
hours after a certain point result' in less work per day, and a wise 
•employer should always be careful not to overstrain his employees, 
as ( this is as much against his own interest as against that of the 
^ labourers and society* ’ ~ " , 

' ‘ External conditions affecting efficiency of labour are : — 

(1) Richness and suitability 'of natural resources* Rich -son, 
mineral wealth, power resources and good climate naturally yield 
better results than poorer resources Efficiency and high' wages in 
America are largely due to the richness of her natural wealth* 

(2) The adequacy and suitability of capital — tools and materials 
' ■are other things that directly promote efficiency Lack of sufficient 

■capital and the obsolete character of implements used bjf Indian 


{ 52 ) 

farmers and artisans and even in some factories partly explain the 
inefficiency of Indian labour — probably more than the tropical climate 
■which forbids sustained work for a large part of the year. 

(3) Organisation of labour in production— suitable du ision of 
labour — the scale of production — combination of various factors in 
appropriate proportions — are other factors which affect the efficiency of 
labour as much as the efficiency of organisation itself* 

Mobility o! labour 

The mobiliti of labour denotes the ability and willingness of 
people to move either from one place to another or from one occupation 
to another. The first is geographical mobility and the second 
occupational The geographical mobility may be mternal-moiement 
within a country or external movement of labour from one country to 
another. ' Factors like nationalism, patriotism, family affections, 
religion, ignorance of opportunities offerred by another region and 
attachment to a particular locality generally discourage geographical 
mobility of labour* But factor* like easy, safe, cheap and quick* 
means of transport and communications, good international relationship, 
political stability, sense of security and a common language promote 
this type of mobility of labour. 

Occupational mobility is also of two types (l Vertical 
mobility of labour which means movement of labour from one grade 
of occupation into a lower or a higher grade in the same or in a 
different industry (2) Horizontal mobility of labour implies the 
movement of labour between similar grades- This type of mobility 
is generally hindered by factors like family pride m a craft, cost and 
risk involved in change of occupation, rigidity of the caste system* 
The division of labour and use of machinery, on the other hands, 
facilitate the mobility of labour of this type 

Mobility of labour promotes efficiency m so far as l t helps to 
put labourers in the right place and at the right job. It increases 
productive capacity and economic welfare of the country as a whole* 
Every man goes to the place where his services are wanted most 
and where he gets the highest wages , mobility of labour also equalizes 
wages. 


CHAPTER VIII 
Capita). 


Capita! m the economic sense of the term denotes those forms 
of wealth, other than land or natural resources, which are used or 
intended to be used for further production of wealth. Hoarded 
wealth, in whatever form it may be, is not capital. Thus capital 
includes all wealth produced by man and devoted to productive 
purposes. Factory buildings, machines, tools and raw materials are 
capital but not clothes, furniture, cars or boohs usued by owners 
Jor satisfying thetr wants directly - But even these latter things 
would of course be capital if used m business by tailors, carpenters 
doctors and booksellers respectively. Capital is said to be productive 
because with it a man’s capacity to produce wealth increases, but 
this property of capital is common to all the factors of production 
Capital also yields an income to the owner in the shape of interest 
and dividend- Here it may be noted that a car and other durable 
goods like furniture bring an income from month to month in the 
shape of satisfactions, but by common consent they are not called 
capital. 

Surface of land and other natural gifts devoted to production 
of wealth are not capital. This distinction between capital and 
land appears arbitrary to the beginner, but is of considerable signi- 
ficance and must be clearly grasped. The term capital is used for 
things produced by man, whose quantity is, unlike land, capable of 
increase through saving and of reduction through consumption The 
supply of land is, on the other hand, fi\ed for all practical purpose 
and is not capable of variation* It is this fact which eplams the? 
difference between rent and interest. 

Money Capital and Real Capital, it is Capital in the form 
of tools and materials that helps in production. Ca'pital in this 
form may therefore be called real Capital or Capital goods- Money 
only represents command over Capital goods. It helps in producing 
other goods only when it is turned into real Capital good=. Even 


53 



( 56 } - 

but the real capital here also is food, cloth and shelter which labourers 
procure with wages 

In short, the function of capital is to provide labour with 
sustenance for life, tools to work with and materials to work upon* The 
real importance of capital lies in its power to increase man’s productive 
capacity. It enables labour or human beings to employ their physical 
and -mental energies more effectively in producing goods and services 
needed directly for consumption and also those needed for producing 
capital goods themselves. The quantity of fish saved by the fishetmau 
may be used for making a net for catching larger quantities in the 
future or for preparing a better net or for manufacturing machinery 
required to make such nets Capital introduces into production this 
‘roundabout process’, that is, the process of production of consumption 
goods is lengthened into a complicated chain representing numerous 
machines and processes through which goods "pass before they are 
ready for human use. But the quantity of such goods produced 
per man in a given period increases manifold. 

Factor* affecting the growth of Capital, 

x 

The chief conditions which favour or check the growth of capital 
may be summarised as follows ' — 

The power to save The greater the excess of income over 
expenditure, or production over consumption, the greater is the power 
to save and accumulate capital In so far as ’ India is a country 
where industries are undeveloped and the vast majority of the people 
"are poor having small incomes hardly sufficient to keep body and soul 
together, the power to save is very low The recent progress m 
industry and commerce is, however, swelling incomes and the power , 
to save is to that extent gradually increasing 

The will to S«ve But mere power to save is of little conse 
quence in the growth of capital unless accompanied by the will to 
save. The will to save is encouraged by security and discouraged by 
insecurity of life and propertv. Thus since the establishment of 
comparative peace m India, capital accumulation has been encouraged 
greatly* 



Then there is prudence — a strong desire to prov ide against the 
'foreseen and unforeseen requirements of the furture — which promotes 
saving# Similarly, an ambition to raise the standard of life and 
power of oneself'and one's children is a strong incentive to saving and 
growth of capital. 

Unfortunately in India the mass of the people wtth paltry 
incomes and low standard of living possess neither the power nor the 
will to save. Foresight and ambition are both of them largely absent, 
•and saving is rarely undertaken. Among the upper middle and richer 
classes, however, the power to sav* mid the will to save arising from 
a love of family improvement are strong and capital is growtng among 
this class quite rapidly Among the zcrmmfars, however thrift is 
seldom practised, due to an assured recurring income. f Here it may be 
noted that emphasis by some parties on nationalisation of industries, 
confiscation of property and even (mutation of dividends is tending to 
discourage saving — 

The opportunities of investment at attractive returns is another 
‘factor which promotes both the \ ill and the power to save. Thus the 
comparative lack of banking facih'ies arrested growth of joint stock 
enterprise, and nbsence of stock e changes and financial houses m 
Ind^a in the past have tended to retard the growth of capital, while 
their presence on an organised and extensive scale in the western 
countries has promoted large accumulations. 

As a matter of fact, the absence of blinking facilities and the 
failure of some banks and companies run by inefficient or dis* 
honest men have all combined to sustain and revive the hoarding 
habit in India which means that much of the capital resources of the 
country remains dormant and is practically non-existent so far as 
capital is considered an effective m--li ument of production. 

Insurance Companies — life — fire as well as accident also promote 
;avmg and the growth of capital. Such Companies in a way educate 
md induce people to save and acumulale vast sums which they utilise 
hrectly or indirectly in financing industry and trade The growth of 
nsurance business m recent years has been of great help ’in increasing 
:apital in India, but the pity is that a part ,of our savings goes to 
oreigu countries m the shape of the profits of foreign concerns. 
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The classification of Capital 

Capital goods have been classified fro n several points of view.. 
From the point of view of duration all forms of capital may be 
divided into two classes (1) Fixed or sunk capital , which includes 
buildings, machinery and other durable equipment that renders repeated 
services from year to year over a length of time in producing wealth. 
Railway lines, engines, station buildings, canals etc are all examples 
of fixed capital For providings such capital usually large funds are 
required at the start of a concern and they become locked up for a 
long period. They are therefore provided either by the owners 
themselves or borrowed for long terms from industrial banks or against 
issue of debenture bonds. Fixed capital needs constant repairs and it 
has to be renewed^or replaced from time to time as it gets completely 
worn out or rendered obsolete through invention of better types. It is 
also subject to depreciation through “wear and tear , in a way its value 
is contantly passing into the value of the goods it helps to produce 
until its entire value disappears. (2) Circulating or floating Capital 
denotes the other forms of capital which serve only once and the 
whole of whose value passes into the value of the finished goods m 
one round. Such is the case with raw materials including fuel and* 
other sources of power, semi finished goods and wages. Such capital 
goods can be provided out of short term loans, which can be repaid 
as soon as the finished goods have been sold. The proportion of 
fixed capital required in a factory or Railway company is much larger 
than in a trading concern 

Capital has also been classified into specialised and jree 
capital according to the number of uses to which it can be put 
Thus ( 1 ) Specialized capital denotes those forms which can be 
serviceable only in one particular process such as spinning frames 
and looms in a cotton manufacturing factory. They can only be 
used for spinning of yarn and weaving of cloth , if for any reason 
they are not required for these purposes they become valueless 
except as scrap (2) Free capital, on the other hand, includes those 
forms which can be put to more than one purpose or use such as 
fuel and even boilers and engines of a cotton factory These can 
verj well be used for driving jute manufacturing machinery or for 
grinding wheat into flour if they are no longer required for moving 
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spinning frames and looms* Money, of course is the free most of all! 
capital* , With the growth of division of labour and use of specialized 
f.‘ machinery the proportion of specialized capital has tended to grow 
‘mntil we now have many huge, complicated and very costly 
machines that serve a very minute part of the productive process, 

I and become entirely useless if the process they serve is rendered 
unnecessary through invention The real significance of this classifica- 
tion lies in the fact that specialized capital is entirely immobile as 
‘ regards its use while free capital can move freely from less to more 
'profitable lines of production Thus sometimes specialized capital 
may yield no return whatsoever , free capital will not tolerate such* 
a position. 

j, f j | ^ * ( 

Another way of classifying capital is according to its direct or 
indirect aid in' production. Thus (1) Production Capital denoting' 
i machinery, buildings and raw materials is helpful m production 
'more directly than (2) Consumption Capital like food and clotb 
’ used by labourers for their maintenance during the period they are- 
^engaged m working upon the materials In the latter case the- 
relation may not appear to be so direct but it is not less important- 
Terms Auxiliary Capital and Remuneratory Capital may also be 
applied to these two classes in so far as the former aids the labourers 
to produce while the latter is used to remunerate them. 

Mobility of Capital means its movement from* those places 
and occupations where it yields lower rate of interest to those where 
such rate is higher Such mobility is profitable both to the 
individual owner and to the community in so far as the former’s 
income is increased and the latter benefits through greater productive- 
ness of capital brought about by "such movement* For, unless its 
productiveness is greater m the new place or occupation higher rate 
will not be paid. Such movement of capital brings about a proper 
adjustment in the supply of capital as between different regions and> 
industries and it also tends to equalize the rates of interest 
pre\ailing in them. 

The mobility of capital is obstructed by certain factors, one of 
which is that specialised capital cannot move from one process to 
another, e g a typewriting machine cannot be used to spin jam- 
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Again fixed 1 capital m the shape of buildings cannot be moved to 
•another place , even the movement of machines is very costly 

However, there is little difficulty in the mobility of free and 
circulating capital, and money being the most fluid form of capital 
•can and does move very freely even from one country to another. 
This is particularly the case with ‘short term funds' transferred 
"between important monetary centres like London and New \orl- 
through bank drafts and telegraphic transfers at a nominal cost* 
"Mobility of capital has been greatly facilitated by the development 
-of banking, quick means of communication and organised money 
and foreign exchange markets* The recent establishment of the 
International Monetary Fund and the International Bank for 
Reconstruction and Development are bound to increase this mobility 
by facilitating international borfowing and minimising exchange 
•fluctuations. 

It may also be noted that mobility of capital is freer than 
"that of labour. Capital has not to contend with the difficulties 
' involved m the change of occupation and place by labourers such 
-as personal prejudices, love of home, differences in language and 
-climate and the high cost of moving a whole family This is why 
differences in wages are much wider between one region oi 
occupation and another than in the rates of interest 

Relation between Capital and labour. 

Capital and labour are very closely allied In fact, capita 
is, as we have seen, the result of past labour. And it directly an<? 
most obviously increases labour's capacity to produce wealth , st 
that the more capital is put at the disposal of labour the more good: 
can such labour produce Again, with an increase in capital n 
•the hands of employers, their demand for labour must increasi 
and with it must rise the rate of wages they are prepared to pay to thi 
labourers. Capital thus cooperates with labour and improves no 
only the latter’s productive capacity but also its rate of remuneration 
Naturally the relation between capital and labour ought to promot 
harmony jather than conflict It is increase m the labour fore 
that really goes against the .interests of labour m so far as competitio: 
among labourers for employment increases and wages tend to com 
■down. This shows how increase m cooperating factors is helpft 
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to a class or group while that in competing factors is harmful to it- 
And labourer^tught therefore to welcome increase in capital. 

Unfortunately we see these ‘days more of conflict between 
capita! and labour than of harmony.' This arises from two 
causes (1) Some kinds of capital do compete with labour 
The forms of capital which are labour sating displace labour, 
increase unemployment and may even bring down wages* However, 
such effects of machinery are only temporary, and labourer’^ hostility 
to the introduction of machinery is short-sighted (2) Secondly 
though capital is only embodied labour, its ownership is in the hands 
of a separate set of people called capitalists, whose profits swell as 
wages become lower and decrease if wages are higher. This is the point 
of real conflict and explains the root cause of the class war and the 
strikes and lockouts to which it gives rise. However, these strikes 
and lockouts are injurious to the interests of both capitalists and 
labourers , the former's profits and the latter’s wage earnings are 
reduced and the community as a whole also suffers from cessation of 
production Scarcity of goods caused bj these conflicts raises prices 
and increases the cost of living of the labourers as well as others, 
This is borne out very clearly b> the post-war industrial situation m 
India as well as in other countries 

Low wages reduce worker's efficiency and cannot be conducive 
to the !ong*term interests of the employers , and high profits must 
improve the lot of the workers to the extent that they increase capital 
and widen the field of employment of, and demand for, labour. 
Enlightened self-interest therefore lies m 'the two co-operating with 
each other. This is being realized by an increasing number of 
employers who are providing better wages and amenities to their 
employees* while enlightened labour leaders are trying to appreciate 
the view point of the employers. The state m its turn is promoting 
harmony through the provision of machinery for conciliation and arbi- 
tration. Unfortunately, the militant type of labour leader wants to 
eliminate the employer altogether and is interested not in harmony but 
m bloody conflict. It may. however, be noted that even they are 
opposed not to capital but to the capitalists* 

This conflict is of recent origin. So long as labour owns capital as 
under domestic or cottage system of industry the interests do not con- 
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iflict. It is only under the factory system that there is complete separa 
ition of ownership of capital And labour. Apart from complete elimination 
of capitalists as under communistic economy there are other ways of 
harmonizing the interests of labour and capital such as co partnership 
and profit sharing schemes They are better than communism in so 
far as they do not kill the incentive to save and create capital and at/ 
•the same time better the lot of the workers by giving them a share in 
profits and even m management. 



CHAPTER IX 


'Organisation and the Organiser. 

The term organisation denotes the work of bringing together and 
directing the^ necessary factors of production of a products e unit m 
a proper manner and bearing the risk of failure to make the unit 
profitable. * In the early stages of economic life the person or persons 
who supplied labour were also the organisers The nomad hunted 
in the jungles with the help of his crude weapons which constituted 
his capital. He used his own labour as well as judgment in all his 
operations and bore the risks not only of failure hut also of death at 
the hands of wild animals. Here however organisation in the 
technical sense formed an insignificant part of the productive process. 
"With the advancement m the industrial arts and the rise of the 
factory system organisation has become a distinct factor of great 
importance. The various factors of production are usuaffy provided 
m a factory by separate groups of persons through the instrument- 
ality of the organiser. The work of running a factory has become 
^o complicated that great ability is needed in organising it success 
fully, 

This is why organisation is now treated as a separate factor of 
production even though it is in reality only a special kind of labour. 
The person who provides this service of organising a business 
is called the organiser. He has been called “The captain of 
industry" who does in the economic sphere what army captains 
or rather generals do in the fields of battle. Organisers of pro- 
ductive enterprises must therefore be persons possessed of 
really high grade ability in their respective spheres. In factories 
and mills owned by companies the organisers are the directors and 
managers, though of course the risks are borne by the shareholders 
along with the directors. Who also happen to be shareholders. 
The services an organiser , renders in production are broadly 
two (It the organisation and the direction of the business and (2) - the 
bearing of the risks involved in it This second function is some- 
times denoted by a special term called ‘enterprise’ 
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The detailed functions of an organiser may ' be described as 
follows — 

(1) Promotion of an enterprise. The organiser or enterpreneur 
as he is sometimes called discovers a ‘proposition', that is, finds 
out the possibilities of a profitable business and estimates the amount 
of capital needed to start it He then raises the necessary capital, 
either from his own private resources or secures it from othei persons 
by forming a partnership or a joint stock company. (2) Equipment 
and staffing of the business . Having secured the necessary capital 
he chooses a suitable site for the factory or shop, ere< ts the necessary- 
buildings, equips them with the right type of machinery and 
engages the various kinds of managerial staff and skilled and> 
unskilled workers all of right type and in appropriate proportions- 
(3) Purchase of raw materials and marketing of finished products - 
In this, as m fact in others, he has to exercise great care and fore 
Sight, always trying to secure all possible economies m the costs of 
his purchasing and selling establishments. (4) Planning of the 
processes of production on the most economical lines, introducing 
division of labour and scientific management so as to eliminate waste 
and reduce the costs of production to the lowest possible level (5) 
Remunerating the other factors He has to find the money for pay- 
ing rent, wages, and interest according to the rates agreed upon and 
receiving as his own remuneration as profit what is left out of the 
‘net product’ If he is unable to sell the produce he may have to 
borrow funds for meeting the demands of his labourers and creditors. 
And in these days of strong trade Unions he has to placate labour 
by increase in wages, reduction of working hours, granting of 
bonuses in cash and kind and yet to maintain profit. (6) Bearing 
of the risks • If profits are large he gets the whole of them, 
but if the business results in loss for any reason he has to bear 
the whole loss. For this reason he has to be very alert in his opera- 
tions and particularly in watching the market trends Not only 
should materials be purchased at the place and time where they are 
cheapest but the finished goods must also be sold in the dearest 
market. Most of all he has to watch the changes in customer’s 
fashions and tastes and to be constantly on the lookout for mtrodu 
cing the most uptodate machinery and methods of production so as to 
be able to face competition of his rivals. 
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The element of risk-bearing m busihess enterprise is of great im- 
portance. There are certain risks such as losses caused by fire and 
heft and those involved m the transit of goods over railways and 
hips. These can now be insured against at a small premium, which 
orms a necessary part of the cost of production, and these facilities 
ire available to all organisers But there are other risks termed 
justness risks, which have greatly increased due to the expansion ns 
he scale of production and size of markets coupled with the system 
if pi oductton tn anticipation o} demand, so that between tfie time 
fie process of production is initiated and the goods are read^ for the 
narket the prices may go down substantially below^ those anticipated 
it the start or sometimes the demand as a whole may altogether 
hsappear through change of fashion. Again continued invention of 
mproved machinery and discovery of more economical processes of 
iroduction are constantly rendering existing capital equipment obsor 
ete while alternative sources of supply at lower costs are ever 
nakmg their appearance Under these circumstances the organiser 
>f a modern business has to t be a man of great initiative, ability 
tnd enterprise. , 

The Problems of organisational efficiency. 

Apart from the efficiency of the different factors of production 
ncludmg that of the organiser himself, there are a number of factors 
vhich have a bearing on the productive efficiency of the business 
mterprise as a whole. The chief ingredient of this efficiency lies in 
he reduction of costs of production to the minimum. Any factor that 
nimmises waste and secures economy in costs is of importance not 
inly to the interests of the factors of production who are able to with- 
itand competition and to increase their rewards but also to the 
nterests of the community as a whole, in so far as reduction in costs 
eads inevitably to the lowering of price and benefits the consumers. 
These factors, governing organisational efficiency of productne estab 
ishrnents, may be grouped under the following heads — 

(1) The Division of labour and its different phases 

(2) The Scale of the productne unit. 

(3) Principles of Substitution, 

Rationalisation and Planning 

(4) The Form of enterprize 
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<1) The Division of Labour 

Tin* division of labour denote' diu'toti of a riven p err cf v or) 
into .1 number of "mailer ta'hs tad as ipoing rath tasl to a jnnn-ulnr 
individual worker or i croup of v others. For rxunpK prepimlion 
of cioth otu of rotton ts a piece of v orl , the v hole of \ inch any hr 
carritd out by one person, Bi t under division of lab mr cirninp, 
carding, ptnnuu., weaving and finishing may p* done by differem 
individuals. I bus there ts tin i> ion of hhour among tne male" 
female', and children of even a primitive I trail) , no one fan let", 
wcavei", r rrpemetb and barbet \n a vdlace or rounlty , ano ir tl t 
different typ"s of workers such a 1- "pinners and vea* rrs in a hcro"> 
atui among different upionsor countries prohi-irtf ore or a lev 
1 mils of poods only. The important thmc ahai t tie <h in-n of 
labour is that each part of the whole ta r i is or should he cart ed cut 
by the person or croup moa fitted to do it IVetr ire three different 
phases of the division of labour — 

(?) Dmstoti tttlo coinf>U(e processes or occupations "tteb as 
spinning, v eavmc, shoe mating, oil prr""ipg. each prose - " being 
wholh carried out In a "t pirate mdn alual or croup c died "pinner", 
weavers, shoe makers and od jiressers 

(2) Further dn moo inlo ft large nutnbtr of tneomphte proces 
scs of a siurIc process hi e spmninc m a modern spinmnc nail and 
each nutuiic process hetnc carried out by a separate machine tended 
by a separate vvorl er 

(3 Geographical or hmlorial 'imsion of labour, also ttrmfcd 
localisation of industries, denotmR proluction or manufacture of n 
particular commodity in one region or locahtv Inus Bengal produces 
and manufactures mainly jute, the United Provinces and Bihar 
specialise in the growing of cane and manufacture of sugar, whip 
Swit?erland manufactures watches and electrical good". 

Advantages of the division of labour. 

Division of labour secures m ny economic It increases the quality 
and improves tilt qualny of the output an 1 of course reduces the 
cost of production and prices of poods to the consumers and raises 
the workers’ efficiency and wages. It does this by making it possible 
{1 J to put each person or worker in the right place, i. c , to assign 


f o him the part of the task for which he is most fitted Without this 
ach person will have to perform each part or process and this will lead 
a waste of energy or skill. For example, a person expert in weaving 
?ill havfe also to gin and spin cotton or an accountant may have to 
espatch letters in an office Or again a strongly built labourer will 
lave to wind yarn which can be easily done by a small child. In the 
irst case it is waste of skill , in the latter case it is waste of energy 
n both cases costs increase as a more highly paid person does what 
an be done by a lower paid worker. (2 )to increase the skill of each 
worker. By repeating the same small process over and over again 
ach worker becomes an expert able to perform his task better and 
uicker and to produce more goods of better quality (3) to save time 
'ltd tools by each worker continuing the same process with the same 
ool throughout the working hours Without the division of labour 
hanging from one prqcess to another wastes time and reduces output, 
jhile the tools that remain idle mean so much more investment of 
apital for a given output and loss due to interest and depreciation 
«f such capital. This is particularly significant in the case of 
nachinery which costs much and depreciates through obsolescence. 
i) to employ machinery driven by power. This increases the output 
er worker pel'- day many times and reduces the cost of production 
ery much even taking into account interest and depreciation charges 
nd expenses on coal or other sources of power (5) Division of 
tbour has also encouraged invention and employment of machinery, 
a so far as division of a task into simple processes makes it possible 
o devise suitable machinery. 

.Imitations of the division of labour. 

The extent to which division of labour can be carried in a region 
r occupation is governed by these factors, (1) The extent of the 
laiJcet. If the demand for the products is small there is not much 
tope for the division of labour Thus the village carpenter not only 
hakes and repairs ploughs, carts, doors and charpais but also does all 
tat the blacksmiths do in the cities. On the other hand carts, doors and 
hrniture are' made by quite distinct groups of carpenters in the cities, 
his is because no village carpenter can remain fully employed if he did 
nly one kind of job ( 2 ) The continuity of the piocess pet formed by a 
1 orket Weaving can be carried on throughout the jear but not sowing 
* reaping of wheat and mo si other agricultural operations which are 
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seasonal and of a very short duration. Thus agriculture has litl 
scope for the division of labour (3) Variety of wants and deman 
The smaller the number of wants and hinds of Roods required ir 
community or region the smaller is the number of occupations win 
can be carried on by its people. Thus in a primitive cornu unity thf 
is little scope for the division of labour 

The division of labour has some disadvantages such as inter 
dependence of the people and the resulting difficulties experienced b> 
all when work on one of the processes is stopped for any reason 
Thus if spinners strike work carders, weavers and dyers are forced to 
become idle. Minute sub envision of labour in factories and specialis 
ation by localities have their o vn drawbacks, which will be seen 
presently. 

Minute division of labour and the use of machinery 

One of the effects of the division of labour lias been invention 
and use of machinery A machine is distinguished from a tool by t!u4 ’ 
fact of the latter being wielded by human hand while the former is : ~ 
driven by power, say, steam or electricity. Use of machinery has r 
secured a number of advantages in production. (1) Being driven by '*< 
mechanical power it not only relieves strain on human muscles but J 
also increases many times the output per head per hour 12) It call' 1 
for and increases intelligence of the worker and at the same time 
makes it easier for him to learn a process reduced as it is to the ' 
simplest form thus reducing the period of training (3) Again, the very - 
simplicity of each process performed by all machines makes it easy ■■ 
for a labourer to change his occupation, This increased mobility of * 
labour results in easy adjbstment of labour supply and increases* 
efficiency. (4) Monotonous repeating of the same movement of baud '* 
and muscle over and over again is taken up by the machine and the „ 
worker is relieved of such monotony (5) It enables the employment , 
of physically weak labourers, and also women and children and thus 1 , 
increases both the productive power and earnings of a family (6) Its 
work is not only quicker but also more regular and accurate, putting out 
goods of absolutely uniform size and shape This standardisation or , 
r uniformity facilitates replacements machine parts and extends markets •, 1 
for goods as well as machines, whose repair becomes so easy (7) On , 
the whole machinery increases efficiency and wages of labour and 
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Localisation of industries arises from certain definite economic 
advantages, which have been termed by Marshall as 'external econo- 
mies’ of large scale production They accrue from concentration of 
a number of productive units engaged in the same industry in one 
place or region unlike ‘interna! economies* v hich are due to the large 
ness of a single unit. These economies or advantages which give rise; 
to localisation are ' — ^ 

(l) Natural Factors such as (a) nearness of raw material or 
source of -power , particular!) when these are bulhv and the cost of 
transport is relatively high Thus with the emergence of the factory 
system using pov er driven machinery many industries have tended to 
concentrate near coal mines. Examples are Lancashire cotton manu 
factures and v oollen factories in Yorkshire Where rav material is 
more bulky than coal in relation to value such as sugarcane the industry 
finds it mo e economical to be near sources of rav material and to 
obtain coal from a distance Thus =ugar factories in Inma are found in 
a!! sugarcane growing provinces even though thev are far anaj from 
coa! mines* \Yhere both fuel and rav” material are bulky as is the 
case with coal and iron ore, the industry gets iocaliseo v here both are 
found in proximitv, e g , the Indian Iron and Steel Industry in Bihar 
Before the mtroduct on of the steam engine industry tended to be 
located near v aterfalis which provided cheap power. Water-povver 
is nowadays converted into hydrcrelectric energy, v hich can be spread 
over a wider area and the result is diffusion of industry throughout 
such area (o) availability of cheap transport facilities such as sea, 
lake or navigable rivers through which bulky fuel or rav materials can 
be cneaply transported. Thus Bombay used to obtain coal for its 
cotton ndustry quite easily from England and South Africa Such 
facilities of transport make easily accessible not only the sources of 
pover and raw material but also the market for finished goods. 
Though railwys are not a natural factor they provide similar special 
facilities to certain localities and cause localisation of particular 
industries. Tnus Kanpur has a good access to coal as well as cotton 
and bides through the railways and has become an important centre 
for both cotton ana leather industries ( c ) Suitability of climate is 
another natural factor that favours localisation Thus the moist 
cfimates of Bombay and Lancashire attracted cotton spinning before 
artificial method* of humidification were evolved 
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(2) Political and social factors such as (a) Good market 

prov ided by the Ktngs and nobility in a Capital City like Agra in 
olden times for such products as carpets and stoneware, (b) Special 
encouragement by the state in the shape of subsidies, bounties and 
protectn e tariff extended to an industry. Such state aid reinforces 
the meagre advantages enjoyed by a locality* Thus Napoleon encour- 
aged beet sugar industry in the Continent of Europe India’s sugar 
industiy itseil has grown by leaps and bounds since protection was 
granted by the Go\ eminent in 1932 (c) Special aptitude of the 

people, sometimes natural but very often acquired through experience 
Thus we have the examples of Benares weavers and Italian painters* 

(3) Momentum o/ an early start • Sometimes there is no 
ostensible cause of localisation of an industry disermble in a place 
except that some pioneer possessed of vision and adventure started it 
without any special facilities Once started certain favourable condi- 
tions appear and it then becomes both easier and more economical 
for other units to be located there than elsewhere, Thus Benares 
silk weaving and Moradabad brassvvare industries may be largely 
based on this factor of an early start, as also perhaps the Cotton 
manufactures at Beawar in Ajmer-Merwara. 

Persistence of localisation 

Once an industry becomes localised in a place or region many 
favourable conditions, as stated earlier, appear and reinforce the 
■nitial advantages of localisation, such as (a) availability of specia- 
lized skill All workers Knowing the trade tend to flock to the 
centre where there is demand for their skill (b) growth of subsidiary 
industries and trades, meeting the needs of the localized industry, e g , 
agencies supplying raw and packing materials, machinery and its 
spare parts, repairing shops, distributive middlemen, ‘finishing’ 
trades, transport services, all of which feed and are fed by the loca- 
lized industry, (o) Knowledge of the technique of manufacture and 
handling of the goods itself becomes localized while research and 
experiment are facilitated by both competition and cooperation among 
rival units, (d) Reputation or goodwill acquired by the locality itself 
- becomes a strong factor in course of time (e) Protection and state 
aid in other forms mky sometimes be extended after the industry has 
been started so as to sustain it against rivals. 
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Factors tending to favour decentralisation of industry 

Certain conditions have recentlv appeared which Urongly coun- 
teract localisation. (a) Thus the emergence of cheap hydro-electric 
energy distributed over hundreds of miles through over-head wires 
secures to the small workshop many of the advantages enjoyed by 
big factories Concrete examples of this may be seen in the innu- 
merable gram grinding mills and other small workshops in any big 
city served by electric supply plant and in the wide rural area extend* 
mg over many districts served by the U P Hydroelectric scheme* 

(b) Then there is considerable saving in the costs of transporting raw 
material fiom the producing areas to the factory and finished goods 
from the factory to the consuming centres (c) Danger of wholesale 
destruction of a concentrated industry through bombing lias recently 
appeared and decentralisation ts being advocated and even practised 
in<=pite of its economic disadvantages Movement towards regionali- 
satton o/ industries has been dictated partly by this fear and partly 
perhaps by local or provincial patriotism. Transport bottlenecks, 
denoting pressure on railways, steams hips and motortruck services, , 
will also favour decentralisation. 

The scale of the productive unit. 

It is a matter of common knowledge and experience th<H the 
larger the quantity of goods or services produced or handled by an 
industrial, trading or transporting establishment the lotver is the cost 
of producing each unit of output This ts due to a number of economies 
secured by a large scale enterprise. These economies of large scale 
production may be grouped under two heads* 

(4) Internal economies are those which arise within an indus- 
trial unit, depending on its size They ate (t) Economy 0/ skill made 
possible by the greater scope for the division of labour. The larger 
is the establishment the greater is the possibility of putting each 
worker or group to the smallest job or part of a process in which he 
is an expert pi) Economies resulting from employing high grade 
managing ability and costly specialized machinery, for which there 
will not be enough work in a small establishment This also means 
economy m power or fuel consumption. A large boiler consumes less _ 
f. el per horse power produced than a smaller one (111) Economies of 
busing and transporting raw materials in bulk Lower prices and 
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transport charges are usually quoted by suppliers and carriers for 
larger quantities than for smaller ones (iv) Economies resulting 
from utilizing byproducts and providing subsidiary services, who^e 
quantity is large enough in a big establishment to be undertaken econo- 
V mica lh’ Thus a big sugar mill uses its own trucks for transporting 
materials and may turn its by product, molasses, into power alcohol, 
thereby securing to itself the profits of an outside transporting agency 
and the power-alcohol plant, (v) Saving in costs of marketing. The 
■cost of advertising, transporting and distribution per unit of 
product grows smaller as the quantity handled becomes larger 
tvi) Then there is greater scope for employing relatively large 
^amounts of capital over research and experiment and evolving more 
efficient and economical machines and processes of production in a big 
'establishment as the cost on such research per unit of output is 
■negligible. 

(B) External economics, denoting advantages arising from loca- 
lisation of industries and not directly from the scale of a productive 
unit, have been described under localisation of industries 

Economies of Large-Scale management and combinations 

Economies of large scale production arise, it may be noted, Lorn 
an increase m the size of a single productive unit — a factoiy or 
workshop or from concentration of a number of independent units in 
a particular locality. Certain additional economies result from bring- 
ing under one management two or more industrial units that have 
already attained the most economical size* Such economies miv be 
termed economies of large-scale management , it is these that have 
led to various types of combinations in industry. 

i 

These combinations may be (al vertical such as bringing together 
binder one management cotton ginning, pressing, spinning, weaving 
and dyeing factories or (b) horizontal, denoting several spinning or 
■weaving mills combining together The combination itself may he of 
several types (l) merge/, the most thoiough going is one in which all 
’the combining units merge their indentity into one gigantic company 
such as the Associated Cement company of India Ltd formed in 
1937. (2) Trust A looser form of combination is the Trust, in which 
the combining units or companies maintain their legal identity but 
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secure unified control through central imniRemfiit hemp entrusted 
to trustee 1 ; elected by shareholder*- of each unit. Tor all practical pttr 
poses the combining factories or units become one for purchase of 
materials and salt of goods Thr trustification lia r been most 
practised m the United States of \mrnra, the most lamous example 
of which is the LI luted Sti.f'Stetd Cotpi'r.ation. (3) Pool or 
C (tilcl \ third torni is the pod or ci tel mo.tly tn> 1 in f>*r 

many. Here tue combining units rrrnuufit!l> tndtp-ndent in the 
matter of tmnag*'im.nt mil earning and distribution of p ofit c . but 
agree to divide the total output or marl ( t among tbem c eivrs on a 
certain basis \ vatinnt o' this form i r joint matl eting of the output 
of all the unit In a common concern found bv *hrn 1 ints tne 
Cement Marketing Company of India Ltd. b is hern formed by a 
number of Indian Cement companies to sell the rrment pro ’need bv 
such companies at a uniform price 1 he output of all n /-n nlcd 
together for sale from v Inch this form of combination derives it name 
Sometimes the igreement t r hmtie 1 to charging a uniform price by 
all the units. In all ihese varieties of pools n* v ell as in other forms 
of combination restriction of competition and maintenance of price 
are common 

All form-, of these industrial or business combinations secure in 
a greater or less degree a number of economies in costs nnd help to 
maintain or increase profits These economies may be enumerated as 
follovs *— 

(1) Costs due to competitive advertisement mav be avoided. 
Bulb of the expenditure on advertisement incurred by n concern is on 
attracting a customer from other competitors This becomes unncces 
sary under pools, trusts and mergers. Moreover such costs on 
advertisement .is are necessary to expand the common marl et are 
spread over a n uch larger output and are reduced to the minimum 
per unit of output even though they may be quite latpc absolutely 

(2) Cross-freights are saved. Instead of each unit sending 
its goods to every part of the country wide or even world wide mar 
Let, the unified controlling agency allocates the output of each unit to 
the region of its own location. The costs on carriage of finished 
goods are thus greatly avoided Similar result follows when market 
is divided by regions among different units without actually pooling 
the whole output for marketing bv a centril agem y In the present 
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given market leads to monopoly and the power it puts in the hands 
of the combination to ratse price and make exceptional profits This 
is a great evil of the combination movement, which has been examin - 
ed in detail later * 

Limitations of large-scale production. 

Large scale production secures, as we have seen, large econo 
mies m costs. Yet it has its limitations. One such limitation arises 
from the extent of the market available for disposing of the output* 
•Once the needs of the whole market have been met further expansion 
•of output is not possible Agaut where the market is limited for any 
reason such as it is in the case of tailored garments the scale of p'odu 
ction is essentially small Thirdly, the scope of using specialized 
skill and machinery itself is very limited in certain lines of production 
Eo* example, agricultural processes are so varied and seasonal that 
the use of costly machinery is largely uneconomical except under 
■exceptional conditions Last but not the least there is the limitation 
■of managing ability. Every concern, big or small, is ultimately 
•directed by some one person most gifted for the task. As the scale 
•of business expands he has to delegate more and more of bis responsi 
bihty and details of supervision to bis subordinates or associates until 
a stage is reached at which his faculties cannot cope with further 
expansion It is this weakness of human talent which most probably 
explains the existence of hundreds of competing units in jute, cotton, 
and sugar manufacture and in, say, coal mining. 

The small scale production 

The limitations of large scale production and certain positive 
advantages enjoyed by the small unit, particularly in certain industries 
and trades, explain the persistence of small business units in the 
modern age of the big busmen* They defy the big enterprise even as 
the bullock cart defies the Railway and the motor truck in the 
earn ige of goods over unmetalled roads and even over a part of the 
most modernized highways 

The small enterprise has its own economies like the big one. 
il) Tne advantage of the master's attention to detail helps to avoid 
■certain wastes inherent in large business such as carelessness and 
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slackness of the employees in handling machines and materials. 
Again, because of this the work of the employees can be more easily- 
coordinated and quick decisions can be taken to meet the changes in 
conditions of demand J thus losses due to o\ erproduction or sudden 
stoppage of work can be avoided (2) Closer contact between the 
master and workers makes it possible to evoke interest of the latter 
in their work and to increase efficiency. Thus better attention can 
be given to promotions and rewards according to efficiency and to 
avoid strikes and lock outs so common among big concerns (3)" 
Attention can be given to the tastes of the individual customers as in 
the case of tailoring and painting, and thus even though the cost of 
production is higher, the customer is willing to pay it. Similar is the 
case with products wanted for their artistic designs such as Benares 
silkware* The machine made products cannot secure this and cannot 
therefore compete m such fields* (4) Greater suitability to busi- 
nesses whose markets are by their nature limited to a small area such 
as shops doing repairs or supplying provisions and perishable goods. 
(5) Appreciable saving in the costs of transport and distribution of 
goods among consumers of the limited area served by a small unit. 

Apart from these economies the small unit of production has 
certain decided social advantages such as independence of the workers,, 
their living in small groups in healthy open air surroundings as 
against being crowded in slums in big industrial centres and of course 
encouragement to artistic talent. It is these that Have appealed to 
leaders like Mahatma Gandhi, who have so strongly advocated the 
case ot cottage industries. 

There are certain economic factors rirhich now favour the small 
business in holding ground m face of the big unit. Thus (1) Produc- 
tion and distribution of electrical energy, particularly hydro^electricity 
which is so cheap, enables the small workshop to have the advantage 
of mechanical power and to reduce costs of production , this is so 
well illustrated by the large number of small grinding mills scattered 
throughout a modern town (2) Growth of cooperation m buying 
materials, marketing the finished goods, improvement of methods of 
production and design of goods and m the establishment of ‘finishing’ 
trades secures to the small producers of a locality many of the econo- 
mies of their larger competitors , (3) Concentration of a number of 

i 
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-artisans in a city or locality such as silk weavers of Benares Durry 
•weavers of Agra and Brassvvare makers of Moradabad, bring ail the 
advantages of localisation of industries or external economies as they 
are catted, to the small producer , (4) The danger from enemv bombing 
during a war is also likely to favour the smaller unit in the future. 
After all the loss from destruction even though occasional is itself an 
item of the cost of production over a long period of time 

The small scale in agriculture 

Evvept in new countries where cultivable land is still plent ful 
and population so sparse as to make wages exceptionally high, agri 
••culture is essentially a small scale industry This is due to the very 
hm ted scope for the use of specialized skill and machinery in agricul* 
sure. Industrial processes are all of a routine character and continuous 
those of agriculture— sowing, watering, weeding and threshing-are 
different for each of the many crops grown on a farm and thev are 
seasonal If specialists and specialized machinery are employed, they 
will have to remain idle for a large part of the year and the costs per 
maund due to salaries and interest and depreciation of macnmery 
employed will prove uneconomical Again preparation of the ground 
and time of sowing, watering and reaping require careful attention by 
the experienced farmer They cannot be entrusted to the labourers 
and naturally one man cannot attend to very large farms. Nor can 
he supervise personally varied processes extending over thousands of 
acres Thousands of labourers engaged in routine and conti* 
nuous processes in a factory extending ovet a few acres can be easily 
supervised , thousands of acres employing a few hundred labourers 
are difficult to supervise. Thus limitation imposed by the master 
entrepreneur’s limited talent on the expansion m a productive unit 
appears sooner tn agriculture than in industry or transport* Where, 
however, labour is scarce, land and capital plentiful as in new countries, 
large farms employing machinery prove relatively economical parti 
cularly due to specialisation in producing one or just a few crop* by 
each farm e g wheat, cotton and maice in the U, S A. 

'The principle or Law of Substitution, 

This is a very fundamental principle of economic science and 
extends over the whole field of human activity. In the fewest words 
nt means making the best possible or the most economical use oj any 
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king whose quantity at the disposal of an utdtvtduah group or 
'.omniHiitty is hunted* Thus it is applicable to tune, energy, money, 
:ommodities soil, minerals or other resources Each of these things, 
icing limited m quantity, tend or ought, to be put io the use which 
;eems mo«t profitable. And constant shilling of these resources from 
Dne use to the other, or what comes to the same thing, substitution 
af the most profitable for the less profitable use, is resorted to by each 
individual or group according to ns own lights. 

A consumer wants to get the maximum amount of satisfaction 
iut of his given money income and tries to spend on various commo 
bties and services he needs in the most yudn ions manner. If he finds 
:bat by spending an anna less on vegetables and more on sugar he 
■till get more satisfaction he is sure to substitute sugar for vegetables 
The same is true of present and future needs As soon as he finds 
hat a given part of his income will give more satisfaction m the 
lutuie than in the present he stops expenditure and saves it for future 
use The principle holds good in the use of a commodity as well as 
m the case of money. Thus if a person has 10 seers of cotton or 10 
bruckefuls of water at his disposal he will try to use it for various 
alternative purposes m the most economical manner. He will cons, 
lantly be thinking of economising by using a little more of cotton m 
clothes and a little less m quilts , or, say, a little less water in bathing 
and a little more in washing unless of course water is so plentiful as to 
make economising entirely unnecessary 

The producer is faced by the same problem in his sphere of 
work. With a given amount of capital at his disposal he tries to distri- 
bute it over laud, labour and capital in (be most profitable manner. 
The same holds true again m putting to different uses the land, 
buildings, machinery, materials and labour force acquired by him and 
m regard to alternative processes of manufacture and marketing. He 
has to choose the most effective combination of the factors of produc 
tion the best use of each unit of these factors and of course the most 
economical of the alternative processes knot n to him Tins neces- 
sarily means constant endeavour to suostitutc the more for tne less 
•economical alternative so as to reduce cost and maximize profit 

It may be noted that his out'ay on any factor .till tend to be 
extended to the point of the margin, that # is, v nere ou Jay m rr.crey 
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is just balanced by the money value of the output yielded by such 
outlay And again the producturity of each unit of outlay at the 
margin in every factor ought to be equal If 'his is not the case,, 
withdrawing of resources from the less paying and their employment 
m the more paying lines will he profitable >-It follov s that maximum 
profit is secured when the marginal return to raone, outlay on each, 
factor is equal This is known as the Law oj Equi marginal Utility, 
which is a corollary of the principle of substitution and may be illus 
trated by the following table — 


Uuits of outlay 

Yield in 

units of satisfaction 
or output 


H 

B 

C 

1 

D 

E 

F 

1st 

10 

9 

8 

7 

6 

5 

2nd 

9 

8 

7 

6 ; 

5 

4 

3rd 

8 

7 i 

| 

6 

5 

| 

4 

3 

4th 

7 

6 

5 

! 4 

3 

1 

5th 

6 

5 

4 

J 

3 ! 

2 

1 


In this table the first column shows the units of money income, 
say, annas spent over a number of commodities, say, foodi cloth,, 
house room, tea, cinema and travel denoted by A, B, C, D, E and F, 
yielding differing units of satisfaction In the case of a producer the 
units of outlay may represent, say, Rs 1000 applied on various types 
of land, labour and capital, each unit yielding output in maunds In 
both cases we find the yield diminishing as we spend more units of 
income or capital on the same commodity or factor or on other less 
important commodities or facors. This is based on the law of dimi 
nishing utility in the case of a consumer and on the law of diminishing 
returns or productivity in the case of a producer The table makes 
it clear that maximum satisfaction or output is obtained when outlay 
of a given number of units is so arranged as to make the return at 
the margin equal in each case Thus if a person has, say, 6 annas to 
spend he must spend three annas on A, two annas on B and one 
anna on C to get maximum satisfaction, which is here 52 units. 
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Expenditure in any other manner will bring less than 52 units of 
satisfaction. It is, of course, evident that the marginal utility of 
income is equal in the first case — the marginal or last anna spent on 
A, B and C bringing a satisfaction of 8 units. We shall arrive at the 
same result if Rs. 6000 are to be applied m production on A, B and 
C or, say, land, labour and machinery, that is, the output will be 
maximum when three units or Rs 3000 are applied over land, two 
units over labour and one unit over Capital. 

Scientific Management. 

In their search for economy m production costs and increase of 
output pfer man per day industrial leaders have undertaken from time 
to time study of the productive processes in a most scientific manner 
and have evolved many principles that have been of great benefit to 
production in its varied branches 

f 

Scientific Management js one of such principles , rationalisation 
and economic planning are its extensions over wider fields. Scientific 
management may refer to one particular unit of production, say a 
cotton mill. Rationalisation is applying scientific economisation to 
the whole of an industry viz, all the cotton mills of a region or coun- 
try , economic planning is reorganisation of the whole of the economic 
life of a nation on most economic lines by rationalising all the rationa- 
lised industries-mining. manufactures, agriculture and transport 

Scientific management consists in evolving by the management 
of the most efficient methods of doing every bit of the productive 
processes in a factory-methods that will eliminate all waste of effort, 
machinery and materials, increase the output per worker to the maxi- 
mum possible and reduce the cost of production per unit of output to 
the*minimum. A scientific study is made of (a) the minutest motions 
of a worker’s body, hand, feet and finger necessary in performing an 
industrial process say, spinning, in all the alternative ways (b) the 
time taken and the fatigue caused by each alternative method. The 
best method of each process is then evolved (one that causes the least 
fatigue and takes the shortest possible time to perform the given task), 
standardised and adopted for continuous operation, neither the workers 
nor foremen being allowed any choice to vary the process. Thus the 
6 
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planning department of the factor} decides in advance how and in what 
actual sequence each of the innumerable tasks is to be pcrfo'med, how 
much output is to be produced and in what time Material and machines 
are provided in appropriate place and manner and employees are given 
proper inducements to secure their cooperation m the dri\e for econo 
my in cost. There is not the least doubt ibout scientific management 
benefiting the workers and the consumers as well as the management 

Rationalization. 

Rationalization of industry originated m Germany after the 
World War I. It consists in evoking and adopting methods of pro 
duction and organisation “designed to secure the minimum waste of 
either effort or ma’erinl (or power; They include the scientific orga 
nisation of labour, standardization of both material and products, 
simplification of processes, and improvement in systems of transport 
and marketing”. The objects are to increase output, improve con 
ditions of labour and reduce costs of production and prices. This is, 
of course, done by (l) reducing the variety of patterns of goods produced 
by the industry and the design, manufacture, use and replacement of 
standardized machine parts , (2) avoiding v aste of raw materials and 
power, (3) simplifying the distribution of goods, avoiding unnecessary 
transport, burdensome financial charges and useless interposition of 
middlemen Rationalization is thus expected to “ secure to the com 
munity greater stability, and a higher standard in the conditions of 
life 7 to the consumer lower prices and goods more carefully adapted 
to genera! requirements , to the various classes of producers higher 
and steadier remuneration to be equitably distributed among them*” 

As already indicated rationalization is an attempt to extend the 
principles of scietittjic vuriicigeviciit to the whole of an industry Tor 
this purpose cooperation among all the units of an industry is neces 
sary and unified control is secured through some form of association 
or combination Banks and even the s*ate extend assistance. Both 
are interested in the prosperiry of an mdgstry, the formfer as finan* 
ciers and the latter as guardians of the interests of employees, consu* 
mers and employers as well Of course the state tries to protect the 
thfe interests of the workers and consumers by regulating wages and 
pfif£} so as to prevent the evils of monopoly arising through ra 
tionahzation 
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Attempts at rationalization may be traced in India since 1936 
Imost all the cement companies then operating in India amalgama- 
d into the Associated Cement Co of India Ltd. Later as other 
:ment Companies like the Dalmia Cement Co appeared they formed 
le Cement Marketing Co. so as to avoid wastes of competition and 
inecessary transport charges. Formation of the Indian Sugar Syndr 
ite by all the United Provinces and Bihar Sugar Factories with 
ivernment blessings is another attempt to regulate output and avoid 
asteful methods of production and transport. The Governments of the 
P. and Bihar regulate wages, prices of sugarcane paid .to the 
owers and the prices of sugar charged to the consumers During 
id since the end of the War the state has been trying in some way 
rationalize cotton industry among others by reducing va-ietv of 
oth to be produced so as to increase the output to meet scarcity 
idustry itself is represented on the Textile Control Commission so 
to scure its cooperation in reducing waste and ma' inuging 
itput 

linning. 

Planning denotes organization of the whole of the economic 
achinery of a nation on a rationalistic basic so as to make the best 
ssible use of the country’s resources in land, labour and capital. It 
tends to all the industries, including mining, agriculture, forestry, 
nking, transport and distribution of goods. A central planning and 
recting machinery is set up, divided into convenient sections, to take 
3 ck of all the resources available-both existing and potential-and the 
eds of the community considered essential 

Targets to be reached in the production of goods in each bne- 
merals, raw materials, food and manufacturs-are fixed and then 
rour, capital and materials are directed into the different industries 
cording to plans already drawn up, reducing the number of factories 
farms here and increasing them there. Under an unplanned or free 
onomy such flow is said to the baphazzand leading to plenty here 
d scarcity there and means much national waste. Under a national 
in this is avoided. , 

Much mterst and enthusiasm has been evinced in planning in 
dia recently both by private agencies like the Congress and public 
ithonties. And although comprehensive planning has not -yet been 
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possible due to paucity of statistical data and experience and to th 
\astness of the problem, we alread\ find enough state tnitiatuei 
projecting hydro electric, transport and cement and steel manufactur 
schemes under its own ownership and management Direction c 
prnate enterprise is also in evidence in the shape of control over nei 
capital issues and licensing of new factories. 

Planned economy has evident advantages over the unplann? 
or free economy. The former, if properly planned and execute, 
avoids wastes of capital, labour and materials , reduce= ake 
nattng phenomena of over-production and under production leadir 
to occasional industrial, commercial and speculative boon' 
depressions and financial crises . reduced also distress and mi^erv i 
frequently caused by widespread unemployment resulting fro 
trade depressions , and of course harnesses all the available natur 
resources of the country, some of which are bound to remain une 
ploited by private enterprise when left to itself if only because pro 
pects of immediate profit are lacking or capital cost is too heav 
There are, however, certain disadvantage, inherent in thesyster 
The consumer’s choice is restricted and private initiative and ente 
prise discouraged by the ultimate decision of the variety, qualitv ai 
quantity of goods to be produced resting with a central authorit 
And the consequences of wrong planning and failure of enterpris; 
falls on the community as a whole and not on private indiv idual 6 i 
companies as under free economy 

Planning and also execution of the schemes planned mav I 
undertaken either by the state itself or it may be lefttopriva 
enterprise directed by the central authority. Thus in Communist 
Russia all planning is directly under the state In Germany at 
Italy under Fascist regimes and also in democratic countries dunt 
the War there was much of planning of production to prepare for vw 
or to fight it successfully. In these countries most of the productu 
units remained under private ownership and management bi 
thoroughly under central state control as regards the kinds, quahtn 
and quantities of goods and serv ices to be produced and distribute 
Some of the industries have of course remained directly under sta 1 
management. 
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others — the customers — as in private enterprise. Each of these- 
forms has its own merits and drawbacks from the point of view of 
efficiency and promotion of publio welfare. 

All the three forms of prnate enterprise possess the advantage 
of strong motivation to reduce the costs to the lowest so as to witli^ 
stand competition from rivals and to make the largest posible profits. 
As all the profit accrues to the individual organiser or to the group of 
organisers, they work to the best of their ability , bending their physical 
and mental energies to the utmost The best machines, the most 
industrious and skilled workers and the best available processes and 
methods ef production, transport and marketing, are employed, and 
constant thought is devoted to secure economy here and avoid 
waste there. 

Among the three forms of private enterprise the single enter 
preneur has the advantage of taking the initiative and quick 
decisions unhampered by the need for consultation as m the case of a. 
partnership or sanction of the shareholders as in a joint-stock company 
He has also the strongest motivation as every pie ef the profit accrues 
to him while every pie of the loss falls on him. In both partnerships 
and companies profits and losses are shared among a number of 
persons. Partnerships, however, have the advantage of securing 
capital and business ability of a number of persons and are therefore 
more suited to bigger businesses which require larger capital and 
involve greater risks, which a single individual may not be able to 
supply 

Joint-stock enterprise, denoting companies consisting of a large 
number of shareholders registered under company law, are now a-days- 
very common, particularly in running big businesses, because they 
possess certain very definite advantages over both individual and 
partnership organisations Important features which distinguish a. 
company or corporation from an individual trader and partnership and 
the economic advantages which accrue from them may be sumraa 
rised as follows — 

(1) Registration under the Company Law This necessitates 
filmg by a company with the Registrar of joint stock companies at 
the very start (a) several documents showing the amount of capital 


raised and the objects for which it has been formed and then (b) an- 
nually copies of balance sheet or financial statement of affairs and 
the register of members. A company thus has to disclose compul- 
sorily certain information which is made available to the shareholders 
and others interested in it on payment of a small fee and it has to 
work according to the provisions of the Company law designed to 
protect thf interests of its shareholders and creditors. 

(2) Limited Liability. Registration secures to the company the 
advantage of limited liability, which means that a shareholder's 
liability becomes limited to the value of the share or shares taken by 
him. Even if the company makes huge losses and fails the share- 
holder cannot be called upon to pay more than such value when as a 
sole trader or as a partner he has to satisfy the creditors of the concern 
to the last pie of his private estate. Thus both registration and 
limited liability encourage people to take up the risks of investment 
of their savings even though they have little control over manage- 
ment. This benefits both the shareholders and the community as a 
whole, the former getting remunerative employment for their idle 
savings and the latter the benefit of such savings in the shape of 
economical production by large establishments. 

(3) Shares aud Debentures Requisite amount of Capital is 
attracted against several classes of securities carrying different degrees 
of risks and rewards so as to interest all classes of investors. Impor- 
tant typps of securities issued by a company are — 

(a) Preference shares These are entitled to a fixed rate of 
profit enjojing priority both in respect of annual profits and capital on 
liquidation. They have greater protection than other classes of shares 
and naturally they have no claim on profit* howsoever large these may 
be bejond the relatively low rate fixed at the start. They are popular 
with cautious investors. 

( b ) Ordinary shares are entitled to get all the distributable 
profit remaining after paying a fixed rate to the holders of preference 
shares and of course going without any profit if it is not enough or 
just enough to pay the fixed rate on preference shares. 

(c) Deferred shares. Some companies issue deferred or 
founders shares also. In that case ordinary shares are made entitled 
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1 to a fixed rate, of course some what htghpr tlnn t h it fixed on prefe- 
rence shares, and the whole of the remaining profit goes to the holders 
of the deferred shares Thus these last carry the greatest risk, going 
without any profit for years in periods of bad trade and getting very 
fat dividends m prosperous years* Naturally they are liked by the 
most speculative type of investor 

(d) Debentures Some companies try to attract capital from 
investors who will not purchase even preference shares by raising 
long-term loans against debentures or bonds promising to repay the 
capital after, say, ten or twenty years and a fixed rate of interest 
annually until retirement whether there is any profit made or not* 
Debenture holders are creditors of the company while the holders of 
the preference, ordinary and deferred shares, are proprietors As 
creditors the former are entitled to get their annual interest and the 
whole of the capital on liquidation before the latter can claim any 
thing. Naturally the fixed rate of interest payable on debentures is 
alv ays lower than the fixed rate of dividend payable on preference 
shares. 

(4) Transferability of shares Shares can easily be sold in the 
market* This enables a person to realize cash for his shares when 
necessary and to carry the risk only so long as he likes it 

(5) Perpetual life. Death, lunacy or bankruptcy of one or 
more shareholders does not affect the life of the company unlike 
partnerships which are automatically dissolved in such a case Thus 
the business of a company goes on umnteruptedly irrespective of 
changes in the personnel of the members or shareholders- 

The joint stock form of enterprise has made it possible for big . 
and nsky businesses to be taken up. The risks are spread over a 
large number of persons while ownersmp and profits of enterprizes get 
widely diffused, promoting equality in the distribution of wealth The 
opportunities of profitable investment of savings, with strict limitation 
of risk to the value of shares held by each shareholder, encourages 
both saving and investment and increases the productive power of the 
community. It enables capable men with real business talent to get 
together large amounts of capital and to find field for the employment 
of their creative powers to the benefit of the community as a whole. 
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But, of course, joint stock enterprize has its drawbacks Sepa- 
ration of ownership and control creates, on the one hand, opportunities 
for fraud and recklessness m taking risks by the directors and 
managers, and on the other, it hampers initiative and quick decision 
to the extent that salaried managers have to work under the control 
of a board that is not always in session, while the directors themselves 
have to obtain at least formal approval of their important decisions 
from general meetings of the shareholders that have to be called from 
time to time. 

STATE ENTERPRISE 

Public or state enterprise is represented by business undertakings 
like the important Indian Railways and the Post office, which are 
Dwned and maaaged by the State Recently the Reserve Bank of 
India has also been brought under state ownership and control, the 
process having been termed ‘nationalisation*’ There is now a-days 
jreat demand for nationalizing industries, including mining, banking 
tnd transport This is due to certain disadvantages said to be 
nherint in private enterprise and certain positive merits possessed by 
public or state undertaking*. 

State enterprise has no doubt certain positive advantages, (l) 
The state is able to raise capital at a lower rate than a private con- 
:ern because of the greater confidence enjoyed by the state. (2) It 
:an also command managing ability and services of engineers and 
workers at a lower salary because prestige and security attaching to 
state service are greater and employees are prepared to serve a state 
:oncern at lower salaries. Both these facts tend to lower the cost of 
iroduction. (3) Then there is the advantage of the prices charged for 
joods'and services produced by a state undertaking and wages paid to 
smployees being more reasonable and benefiting the consumer and 
he worker. A state concern is not run primarily fot profit earning 
is is the case with a private business (4) Anj profit that is made, 
or small, accrues to the oommunity as a whole. It forms part of 
mblic revenues and either reduces the tax burden or increases the 
ervices like education and medical aid available to the citizens. (5) And 
tate enterprise obviates the wastes resulting from competition among 
1 number of independent units and saves the consumers and workers 
rom the high prices and low wages prevailing under monopoly when 
; ompeting units combine under a single management. 



But state enterprise is not without its drawbacks and Some 
economists consider these serious enough to limit it to certain speci- 
fied lines of production, (l) Lack of mihatnc • The absence of 
competition and the profit mouse makes the state authority indifferent 
to initiating new schemes and improving methods of production so as 
to increase efficiency The private enterpriser is, on the other hand 
always on the look out for undertaking new lines of production and to 
reduce costs so as to increase his own profits and to face his compc 
titors. (2) Recklessness On the otherhand, '■omc public authorities 
are in their enthusiasm apt to undertake schemes which are almost 
certain to end in failure. Inc burden of losses does not fall on the 
popular representatives or the state officials who start the concern 
but upon the tax payers, who are ultimately responsible for repayment 
of capital borrowed for the purpose and lost (3) Inefficiency and faulty 
{recounting Members of state authorities like municipal committies 
are not elected for their business ability and are almost certain to 
prove inefficient in running an electricity supply undertaking a' com 
pared to the directors of a private company. Again such authorities 
have many schemes under their control and may sometimes charge 
expenses on repairs of track of a business concern like tramways to 
roads with a view to cover up losses due to inefficiency of manage*' 
ment No private concern can do this or run at a loss for any length 
of time (4) Lastly, there is the great chance of party politics and 
corruption creeping into the running of a state undertaking. For 
example, state railways or banks may be made to favour interests of 
indiv iduals or groups related to or bribing the party rn power A 
private undertaking being interested m profit will always serve 
whosoever pays the price or charge fixed by the management 

A method has been devised to avoid some of these disadvantages 
of state enterprise and that is to entrust management to an indepen* 
dent Board or Commission consisting of persons chosen for their 
business ability Thus the Indian State Railways are managed by 
the Raih/ay Board, whose members are chosen from amongst success- 
ful engineers and managers of the different lines and left free to* 
initiate and run the Railways on business lines Yet, there always 
remains the chance of interference by political parties and tbe absence 
of that strong motivation to efficiency which is provided by the spur 
of profit Consequently it is generally agreed that state should rum 
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COOPERATIVE EVTERPRiSE 
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mer’s Cooperation , (2) Producer's Cooperation , and (3) Cooperative- 
Credit* 

Consumers’ or Distributive Cooperation,- 

A number of persons employed in a factory or living together in 
a mohalla or village may form a Consumer’s Cooperative Society or 
Store for purchasing the things they need such as food, cloth etc at 
wholesale rates and selling these to themselves at retail prices, thus 
eliminating the retail dealer and his profits. Capital for purchasing and 
stocking the goods is found by the members taking shares of the society 
and depositing their savings on which they get interest. Deposits 
are also accepted from non members and loans taken from cooperative 
or ordinary commercial banks at usual rates of interest. In course 
of time reserves are built up out of yearly profits, thereby reducing 
to the minimum the need for outside loans Management of the store 
is honorary, provided by a managing committee elected annually by 
all the members, though detailed business of purchasing, selling and 
account keeping is entrusted to paid employees. 

Usually the goods are sold to the members for Cash at mat kct 
puce , credit sales are prohibited to discourage unnecessary spending 
A good part of the profit (at least 25% in India) made each year is 
reserved or kept in the store itself , a part is utilized m paying a fixed 
rate of interest on share capital and the remainder distributed as 
purchase dividend, that is, according to the purchases made by each 
member during the year irrespective of the capital subscribed by 
him. Thus if a member, who has purchased goods worth Rs» 100/*, 
gets Rs. 6/* as purchase dividend, another who has purchased 
Rs 1,000/’ worth of goods will get Rs. 60/-. This is just to prevent 
the store becoming a capitalistic or profit hunting concern. For the 
same reason no one member is usually allowed to hold more than one- 
tenth or one fifth of the share capital and' each member has one vote 
irrespective of the number of shares he holds Almost all of these- 
prmciples or rules are common to all forms of cooperation. 

Consumer's cooperation originated m England in 1844 among 
"weav ers of Rochdale now famous as “Rochdale Pioneers " It has 
since seen great expansion in that country and also in other countries,, 
including India. One most striking development has been the emer* 
gence of wholesale societies or federations of a number of local consu- 
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-nets’ -tores wntch '•land m the ame reln'ioi tu the wholesale -omety 
a- it dividual member: to their Heal More in re r pect of -hare raptta), 
deports, management, purchase- nnd dftribut'o i of profit- Thus 
the wholesale -ociety ha- for it- tremb*rs c- shareholders the !oea! 
cooperative -tore-, v 'licit purchase their re ju reineM- final the 
t nolo ale -ectetv and recet * pun ! r* di itfend a-co'dmp to t! nr 
pur far'. The delegates *ent hv earh -t-re elect the managing 
committee of the v ho’e-ale -o.ietv* A= the quantitv of pood* needed 
bv all the individual me nbers of all the federating lo-nl -oeietirs or 
-tores mcrea'es the vho!c*a!e ocietie* - Vnn to undertake* d rect 
n anufacture. in'port nnd even transport of c ucb good— Tlnr the 
Urgli-h Whole-ale Society (C own* it- or n tea plan'anoas 

in Ceylon, ace- much cl its av n banl irp bn-mt r ntid import foreign 
goods in its own ships be-ide*- manufacturing a* tarn poods tn itso. n 
factories Proa incial federations of connirrer-’ store- have aHo beer 
formed in the United Province-, Mndra- ind rome of the o’her 
Provinces of India 

Consumer’s Cooperation po-se-er many advantapes o.ertle 
pri ate retail shop as a -ource of supply of the ronninrcr * needs 
(1 ) The most important is the elimination of the middleman's profit, 
which accrues to th* consumes themselves in the shape of pur h me 
dvidend Gradually, ns vve have seen, the profits of the retul and 
v holesale dealer-, and of the manufacturers and importers are aHo 
anneaed hv the Consumer's society (2) Quality of tl c coo htutfio 
ics i he -tore helot ps to the cu-tomcr- themselves* Good- a- 
puruti t-ed from others or produced directly for use of the tremh-i- 
and not for profit by s de to others Tins is particularly important 
in the case of goods like milk and ghee, in which adulteration is not 
easy to detect* (3) Cost of production and tl crcforc puce of the 
goods is lowered As members’ custom is assured there is no need 
to provide costly packing or wrindow dressing of tl e shop, which the 
private producer and shop keeper have to do to attract customers 
(4) As in other types of cooperation habits of thrift, self help and 
fellow feebng are encouraged and the spirit of rivalry, jealousy and 
competition is suppressed All this makes not only for economic 
43*3Spenty and independence but also for a better type of citioen, v ho 
as not only more prosperous hut also alive to hts duties. 
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Concumer’s Cooperation has not been much of a success in 
India except in the Province of Madras and in some of the' other 
Provinces during and since World War II. The chief reasons are 
a) Comparative indifference of the Provincial Cooperative Departments 
which have tended to concentrate on developing Cooperative credit 
n the past at an;* rate ; (b) great variations in the incomes, status 
md consumption requirements of the residents of cities and even 
villages. Some are meat eaters, others vegetarians , then there are 
rice and wheat eaters , (c) Little margin between wholesale and retail 
prices of food, cloth, ghee and other common needs of the people 
Competition among retailers with their low standard of living cuts 
the profit to the minimum and too little margin is left for purchase 
dividend and for the Consumer’s store to prove attractive , (4) There 
is then the proverbial ignorance of the masses and lack of enthusiasm 
and unselfishness among the classes to carry the message and make 
success of the cooperative idea. 

However, the movement has succeeded among educated lower 
middle classes where they live in big groups and close ‘together such 
as m big Railway and Telegraph Centres in Ajmer, Tundla and Agra* 
The local officers help by providing free office and store room, 
direction and management and facilities of collecting share money, 
deposits and arrears of dues through deduction from salary. 

Producer’s Cooperation. 

Cooperation among producers has developed along two distmc* 
tive lines 

( A ) Purchase or Supply societies and sale or marketing socie- 
ties formed by a number of independent artisans such as weavers 
living in a particular locality With capital subscribed by the mem- 
bers, supplemented by their deposits and outside loans, raw materials 
and tools needed by the members are purchased at wholesale rates 
and supplied to the members at reasonable prices by the purchase or 
supply society. The sale society, on its part, undertakes marketing of 
the products of the members on a cooperative basis. In both cases 
the profit of the- middleman, who supplies materials or markets the 
products, is eliminated B<#h the functions may of course be combined 
under a Purchase and Sale society, which may also undertake intro 
Auction of better tools and methods of production, new and more 
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artistic designs of products and finishing trades such as bleaching and! 
dying of cloth produced by members Thus, apart from thrift and 
spirit of mutual assistance inculcated by this form of cooperation, 
the incomes of the members are increased in so many ways by the 
elimination of the profits of middlemen bv improi mg quality and 
quantity of output of each member and by getting better prices for 
finished goods through cooperative finishing and marketing 

There are a number of weavers’ societies in the United Provinces 
working on these Iinesi particularly in Etawah, Benares and Sandila 
m Hardoi district. Federations ol local societies are also formed to 
coordinate their activities The Provincial Government of the United 
Provinces is extending assistance by providing (a) marketing facilities 
through the U P. Handicrafts Emporium, Lucknow, and its many 
branches and (b) technical education through a number of weav ing, 
leather working and carpentry schools run by the Department of 
Industries. Credit facilities to the local purchase and marketing 
societies and to their federation are extended by the cooperative 
central banks of the different districts 

(6) Cooperative production or worker’s societies is the other form 
of cooperation found among producers. In the previous type. i. e- 
the Purchase and Sale society, the members remain independent 
producers, the help of the society being available only in procuring 
materials and tools at reasonable prices and marketing of the product 
at advantageous terms* In a worker's society all the members join 
their labour and capital in a collective organisation, merging their 
separate entities into it, using borrowed capital where necessary , thus 
in a factory or workshop run on these lines the labourets are themselves- 
the owners , managers and foremen are elected by them , the outside 
employer is eliminated and his profits accrue to the workers, usually 
distributed not according to capital subscribed but work put in and 
wages received during the year Workers aretboth wages earners and 
entrepreneurs, receiving wages and profits. 

This system of production has many adv antages and is on the 
face of it most attractive* (1) It eleminates the capitalist employ er, 
his bossing over the workers and of course his ‘exploitation*. (2) It 
avoids the wastes due to careless handling of machinery and materials 
and increases efficiency of the workers in so far as the latter become 
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ersonally interested in economy in costs, increase of output and 
irofits. (3) Friction between employers and employees altogether 
isappears and with it vanish strikes and lock outs, cessation of pro- 
uction and loss to labour as well as consumers resulting therefrom, 
l) Both ownership and control of business passes to the workers, 
ringing in the fullest democracy in the economic field. In short, 
Doperative production or productive cooperation, whatever term is 
sed for the system, does away at once with all the evils of prnate 
apitalistic enterprise and the weaknesses of state undertakings arising 
otn absence of strong motivation to effort, economy and risk bearing. 

Unfortunately the system suffers from certain fatal drawbacks 
1 the field of large-scale business at any rate, (l) Firstly, the workers 
re not able to command enough capital, costly machinery and highly 
»d managerial skill so necessary for successful running of a big 
ictory. (2) For the same reason they are not able to undertake huge 
sks inherent m large business. (3) Absence of discipline is another 
■eat drawback* The elected managers and foremen are apt to be 
dulgent towards their masters, and even if they show strictness 
ey are most likely to be disobeyed The manual labourers both 
tiled and unskilled-generally underrate the value of intellectual 
ork of the managers. Their own mental equipment is too low to be 
)le to provide wise direction and control of the elected executives* 

Thus it is that cooperative production has failed to make much 
ladway in any country m the field of large-scale manufacture. It 
is, however, succeeded in certain lines of production where capital 
not so important as skill and reliability of the workers, e g gold- 
mthing In England there are found many workers’ societies en- 
iged in boot making, printing and a few other trades in which 
■pital requirements are not large and the consumers societies 
dp them with capital and custom In India such Societies are al* 
ost non existent, perhaps because of the absence of a strong con. 
imers* movememt and the relative ignorance and poverty of the 
idian workers* 

gricultural Cooperation 

The needs of the agricultural and industrial producer are com- 
on in many respects. The farmer also stands to benefit from 
7 
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supply of his needs for seed, manure and implements and mar* 
keting of his products on a cooperative basis* Thus agricultural 
supply and sale societies are as necessary as their counterparts in the 
industrial field. The same holds true for cooperative credit examined 
in the next section And like the cooperative production of atworkers’ 
society run as a collective organisation there is developing in agri* 
culture what is called cooperative or collective farming It is un 
necessary to describe in detail the organisation, functions and benefits 
of various types of agricultural cooperative societies, they are all 
similar to those of industrial cooperatives In fact, collective or 
cooperative farming, requiring less of specialized capital and managing 
ability than large scale cooperative production, is likely to be more 
successful than the latter has been ' 

Cooperative credit 

Both the artisan or the small industrialist and the farmer stand 
in constant need of borrowing money to carry on their respective 
, operations. The sums they borrow are, however* too small and their 
credit too low for a modern bank to provide their credit needs. The 
costs of running even a small bank branch in a village will be too 
high apart from the high risks which cannot be borne by a commer- 
cial bank It is this which has long left the whole field of financing 
agriculturists and artisans to the money lender. 

Now the city money lender’s terms are not very much less 
harsh than those of the village money lender. Both of them have 
been universally condemned by public opinion. Yet there are very 
solid economic reasons for the high rates of interest they charge* The 
sums lent being small the costs of lending, collection and account 
keeping per, say, Rs. 100/* are large~much larger than similar costs 
of a commercial bank. And then there is the heavy risk of lending to 
a tenant farmer, whose crops are precarious and who has no tangible 
security to offer except his promise to repay There are many bad 
debts and much of the excessive interest charged is really insurance 
premium against the risk. There are other contributory causes* The 
demand for loans in the village is much greater than the funds of the 
local money lender or lenders available for lending. There is no 
agency to collect anl mobilize village savings, while the larger resour 
ces of the city banks and urban people cannot flow to the village , 
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m fact they cannot be made available even to the city weavers or 
■other artisans if only because of want of proper security 

The Cooperative Credit Society 

The cooperative credit society properly organized proves to be 
the ideal solution of this urgent problem of credit supply. It removes 
the basic economic causes of the scarce supply of funds and the high 
Tates of interest Ten or more persons living in a village or city may 
form a society and get it registered under the Cooperative Societies 
Act of the Province All of them become jointly and severally res 
ponsible for the debts of the society i their credit is thus pooled and 
becomes stronger than that of any single member. The funds are 
raised through admission fees and share capital subscribed by the 
members, these are put at a very low figure, say, Rs, 5/ and are 
made payble by instalments to enable the poorest person to become 
a member. The deposits are received from both members and non- 
members and a reasonable rate of interest paid on such deposits. 
.Loans are also taken from district or central cooperative banks loca 
' ted in the district town In the beginning such loans naturally form 
the bulk of the funds lent to the members. Because of the collective 
responsibility of all the members for the debts, local deposits and loans 
from central banks are obtained at a much lower rate than the 
•rate charged to individual borrowers The rate charged from borrow- 
ing members is higher than that paid on deposits and loans taken 
by the society. This means profits, which, instead of being distribu- 
ted, are usually allowed to accumulate as reserve and in course of 
time become large enough to reduce the amounts borrowed from out- 
side Loans are granted to members only and usually two or more 
of them are asked to sign the promissory note or bond so as to reduce 
the risk of default 

i 

Management is honorary prov ided by an elected pancbayat or 
committee, though because of illiteracy of the members a paid secre 
tary to keep the records and accounts m employed by a number of 
contiguous societies and bis salary shared among them. Loans are 
made for short periods not exceeding, say, two years for (a) Productive 
purposes such as purchase of seed, manure, implements and bullocks 
and for payment of rent and wages. (6) also for consumption needs, e g , 
for purchasing food, cloth and other requirements between the period 
t)f sowing and harvesting of crops They are collected with interest 
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when the harvest is readj-in full if the loan is small and by instal- 
ments spread over a number of harvests if the loan amount is larger 
and beyond the capacity of the borrower to repay in one lump sum. 
Arrears and defaults are discouraged by all good societies in the interest 
of the borrower himself as well as of the society- The society provides 
‘controlled credit’ as distinguished from indiscriminate credit extended 
by the money lender, who goes on lending so long as he feels his 
funds are secure- Facile credit, in the sense of credit easily obtain- 
able, proves to be an evil in itself, encouraging as it does extravagance 
and growth of indebtedness It is this which leads to a good percen- 
tage of our farmers betng horn in debt , and of course most of them 
live and die in debt The society, on the other hand, will not lehd 
until the loan is really necessary and then sees to it that the borrowed 
money is utilised for the right purpose and repaid at the next harvest 
according to the terms of the loan. In this not only the Panchayat 
but all the members cooperate, because default by the borrower is 
against the interests of allj saddled as they all are with the bad debts 
of each. In fact, all the members thus become interested in each 
other’s prosperity instead of in adversity as they usually are through 
mutual jealousies and animosities. 

The society not only extends adequate credtt at reasonable rates ; 
it helps the members in many other ways to improve their economic 
status. It may decide their disputes and prevent litigation , it discouta 
ges extravagance and promotes thrift to some extent by compulsion and 
by providing deposit facilities , it tries to introduce better breeds of 
cattle and improved crops, implements and methods of cultivation 
with part of its profits it may provide education, medical aid and 
sanitation, in short it proves an engine of all round progress It 
helps to increase the incomes of its members and to reduce their 
expenditure on unnecessary items such as intoxicants and cere* 
momals 

It is able to reduce the rate of interest charged from members 
in the following manner. It reduces the risks of rural loans by 
strengthening the credit of the members through joint liability and 
‘controlled credit’, it increases the supply of loanable funds by.en 
couragmg both the power and the will to sav e and by drawing upon 
city funds through Ih^diistrict -cooperativ e banks. Costs of lending 
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and collet tion are reduced thtotif h 1 onornry management and super- 
vision of loin operation*.. 

Agricultural itnd urban credit societies 

Agricultural or rural nnJ tirlnn ‘atietics art Inrgclv similar in 
’ thetr ami*, organisation, and function*- \ et there are come diTcrtnce'- 
orisirg from the differences in the nature and need* of rurai and 
urban borrov ef. The tv*o t>t e*. of credit societies tr Itidi’’ ha.e 
been largely modclhd on tlieir prototape-, in Gr'riinny — the Raif- 
feisen or Rural haul 1 - and ?rht,l e-IVhfrli or Urban bank** In the 
rural credit ‘o irty liability of tin- m'-tnl<‘rs k u tnnv unit)) lied, 
tnat I*. cv-ry member i* hab’e to rr*et the d'biscf th- *o i*ty to 
t,ie 5a r t p e of hts property , in the urban bat h liability of each 
member t* limited to the cable of *»* »harc o- Mure* t.akm In him 
cr a certain multiple of such cnlu* Tnc ma of operation* of a 
rural society t' limtte I to a village or a group of small adjacent 
villages, the jurisdiction of an urbin somety nny estend over the 
> v bo’e of a lug ciiy and the number of member* may run into 
ahou-am!" In a rural society value of each char, i* smaller , ione« are 
mad* for a longer prno 1 , probt* are largely itmui-b'c , business is 
Simpler and management more honorary a* compared to an urban 
society. 

Inc preater poverty and ml of lending m \ tllares make it 
recesT.ry to Keep the liability of the mrmbrr 1 nnlin ited , and this 
in it* turn net e f *.itate r a small number of members living close 
together and knov tng each other well. Leeau*e of the preater mb 
and need for n.ore funds profits of the rural rociety are reserved , 
so an urban society plenty of funds rue nailable ami bull, of the profits 
is therefore distributed. Farmer* require longer term lorn* pranted 
and collected at fixed period , the artisan' n-e 1 short term loans 
-and nl r o repay them throughout tin year Thus the banking 
operations of the rural 'ocioty are f mip!e and few , those of the 
urban bank are complicated and contu uou*. \atmalij the urban 
bank lias to employ a large number of paid employee* 

MnItl-ptirpo*e societies or Village banks 

For a long time the Provincial Cooperative Dcpattnunts and 
Registrars fovoured single purpose societies and emphasized the 


( 102 ) 


formation of credit societies , so that a village had either only a credit 
society or a number of separate societies for credit, supply, marketing, 
and better farming or cattle breeding Opinion now has swung to 
the opposite view, that is, towards one society in each village- 
undertaking all the activities needed to improve the economic 
condition of the villager. It will grant credit, supply both production 
and consumption needs of the members and store and market their 
produce In short it will tackle all the sides of the life of the Indian 
farmer to whom agriculture is not a business but his whole life. 
The Village bank will provide not only credit but better farming? 
better business and better living. 

The multi purpo e society, or the Village Bank as it is popularly 
called, has certain decided advantages over the ordinarv credit society 
(D It is not possible to find competent punches for a number of 
different societies among the illiterate villagers and in any case the 
attention of the panches is apt to become narrow or divided 
(2) Mere granting of credit cannot improve the economic position 
of a farmer unless his income is increased through better farming 
and improved marketing (3) Credit, granted by a society without 
the produce of the borrower coming into its hands for marketing, 
is apt to become frozen and to lead to default Thus under the 
lead given by the Reserve Bank of India in its bulletin “the Village 
Bank” and by Dr Katju when he was minister in the United 
Provinces, old credit societies are being converted into village banks- 
and new societies when^formed are also of the multi purpose type 

Central Societies (District and Provincial bank) 

The village and urban banks are known as primary societies, 
having for their members individual farmers or artisans. These 
primaries usually form for certain purposes unions or federations, 
which thus have for their members these primary societies. Such 
federal unions are called secondary ox central societies In India we 
have two chief kinds of central credit societies (l) Central or 
District cooperative banks found in most of the district headquarter 
towns and in some of the Tehsil or Taluqa towrns (2) Provincial or 
Apex banks, covering the whole of a' Province Both of them are 
usually of the mixed type, that is, have for their members both 
societies and individuals , their chief function is to fmance or lend 



money to their member societies In the purely cooperative type 
of central societies individuals cannot become members. 

The Central or District Cooperative Banks. 

All the primary agricultural credit societies and urban banks of a 
district and also other types of cooperatives such as supply and market- 
ing societies become members of the central bank of their district, each 
taking at least one share of the latter In some cases the urban bank in 
a district town hat been turned into a central bank of rural primaries. 
Persons having capital and managing ability and interested in coopera- 
tion are allowed to become shareholders just to harness their funds 
and talents in the service of the district bank, which raises its funds 
From shares, deposits by members and non members, reserves of profits 
and loans from Provincial Cooperative banks or joint stock banks of 
the town itself. Management is in the hands of directors elected by 
individuals and representatives of member societies. 

Its functions and services to the primary societies are important, 
(l) \vbalaiiccs the funds of its member societies, that is, societies 
having surplus funds from time to time deposit them with the central 
bank, which lends them to those having adefmt. To some evient 
the same is done by a primary society , the deposits of more pros- 
perous members are lent out to the needy ones This is in itself a very 
useful service, helping to make the best use of the available funds 
possible. (2) It attracts the city funds in the shape of share capital 
and deposits and also from other banks and the Ape\ bank and makes 
these available to the rural societies in the form of loans. (3) It 
supervises and guides its member societies m their operations through 
ts own officers and inspectors 

The Apex Banks 

The Provincial Cooperative Banks have now been formed in 
ill the important Provinces of India. Most of them are of the 
rived type and have for their members the district central 

banks and individuals They stand in the same relation to the 
central banks as the latter do to the primary societies. They 

balance the funds of the central banks and also grant them loans 

uut of the funds raised from the central money market of the 

Province and from the Reserve Bank of India, which is always 
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•willing to provide special facilities to the Apex or Provincial 
banks in granting loans and rediscounting bills already discounted by 
them or their central banks 

Some people have suggested the formation of an All India 
Cooperative Bank, having for its members the various Provincial 
banks. This is now considered unnecessary as the function of such 
a bank is already being performed by the Reserve Bank of India. 

Conflicts and their conciliation. 

Both the consumers' and producers' branches of cooperation 
suffer from certain veaknesses and then there are certain points at 
which their interests clash The consumers are as much interested tn 
tow cost of production and distribution as any private capitalist. A 
consumers' society-primary or wholesale-running a shop or factory is 
apt like the private owner to 'exploit' the employees by long hours 
and low wages. Capitalism and its evils are eliminated for the con 
sumer but not far the worker, Even if the employees are themselves 
members of the consumers' soctety~th ft y are of course encouraged to 
be so-their number is too small to have any appreciable weight m 
■management against overwhelmingly large numbers of those members 
who are only consumers but not workers tn their own product!' e or 
trading organisation. Of course the factory acts and other labour 
laws are applicable to the employees of a consumers’ establishment, 
but the workers want something more~a hand in management and a 
’ sha-re in profits. In management they are represented to the extent 
of their voting strength , their interest in profits may be secured 
through a proper scheme of profit sharing. Yet the usual dis 
advantages of the wage earner persist 

When the productive or distributive agency is organised rot by 
the consumers but by the workers as under cooperative production, the 
disadvantage of the worker is transferred to the consumer Theorgams 
ed workers as producers are as much interested in profit as the share 
holders of a joint stock concern, i.e , in selling the worst quality at tbe 
highest possible price. Thus a consumers* factory exploits tbe workers , 
a producers’ society expolits the consumers The ideal solution would 
be a single organisation of the producers and consume! s But this is 
not wholly possible so long as group's of consumers do not produce all 
and -cniy that which they themselves consume and a large part of 
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specialisation and ita advantage 1 ; are given up However this conflict 
-can bs to some extent reconciled by the producing and consuming 
groups becoming members of each other’s organisations or both merging 
in a single movement. Thus, for example, it may be possible to start 
a cooperative dairy of which each farmer supplying, and each con 
sumer consuming, milk and other products are members. Profits of 
middlemen saved may then be distributed to the consumers as pur 
chase dividend and to the farmers as supply dividend depending on 
the value of products consumed or supplied during a year. Such a 
dairy was started in Agra in 1937 , it worked for about a year and 
then failed because of insufficiency of capital and lack of proper han* 
dhng of a perishable product. An organisation covering all kinds of 
'produce needed by the consumers of a town and supplied by the far- 
mers of the surrounding villages can be set up on these lines. It may 
very well include the goods and services produced and supplied by the 
'City consumers and needed by the village members. 

Another clash occurs between the producers and consumers move- 
ments when productive and distributive establishments of the two 
organisations come into competition. Thus the farmers organised as 
producers may manufacture butter and grind corn and distribute them 
through their retail shops while the organised consumers may have their 
own establishments for both of these purposes. Conciliation has been 
somewhat successfully tried in Sweden by(l) the producers’ movement 
agreeing to refrain from retailing dairy produce and meat and the 
consumers’ organisation abstaining from operating dairies and slaugh- 
ter houses and growing of agricultural produce (2) the consumers' 
movement giving preference in its purchases to agricultural produce 
supplied cooperatively by the farmers and the farmer producers’ 
movement extending similar preference in its purchases of bran, cake 
and other products of factories operated by the consumers’ wholesale 
society This agreement is based on consumers’ movement contrac 
ting its range of supply and producers' organisation keeping clear of 
retailing its own products. In short, the field of production and dis- 
tribution has been divided between the two organisations on an agreed 
basis This cooperation among cooperative organisations is a very 
healthy development and promises to do away with the conflicts that 
were otherwise inevitable 



CHAPTER XII 


COST OF PRODUCTION AND PRICE 

We have seen m the last few chapters some of the important, 
factors that inrrease producme efficiency and reduce the cost of 
production of goods and sen tees It should, bower er, be noted that, 
as students of economics we are interested in productive efficiency* 
of any one factor of production or of a productne unit from a 
national or social point of new and not from the point of view 
of a particular labourer or entrepreneur A reduction in costs does 
benefit the owner or owners of a business concern, but for our purpose 
it is the benefit of the community that is really significant* A reduction 
m the cost of producing a commodity reduces its price to the con- 
sumers under a comoetitue system of industry 

If the price remains above cost for any lergth of time, the extra x 
profits induce toe producers — old and newr-to increase output , and 
this in turn brings down the price to the cost, in which we ought to 
include the remuneration of the organiser who provides capital, 
management and rich bearing If, on the other hand, price in the 
market stands below cost of production, some of the producers at any 
rate stop producing and the reduced supply raises the price to the 
level of cost Thus cost of production represents the supply i>r*ct t 
which term simplv denotes the price at which only the supply will be 
coming forv ard tor sale. As v e shall see presently the cost of pro 
duction of a commoditv may change from time to lime and usually does 
change as the quantity produced increases or decreases* The cost of 
production as supply price is thus intimately related to the price paid' 
by the consumer The supply price of a given quantity of a corn 
modity during a gneu period of time is the cost of production of tbst 
quantity during that period. If a larger or smaller quantity is to be 
produced or supplied or even if the same quantity is to be supplied 
within a longer or shorter period than usual both the cost of produc- 
tion and supply once may and usually do change 
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Real and money coats of production , 

The cost of production of a commodity that represents its supply 
price needs much analysis before it can be properly grasped because 
the term many denote many different things First of all we 
must distinguish between real cost and money cost or expenses of 
production Real cost denotes the amount of human effort regded to 
produce a commodity, including in this the past labour spent 
in producing machines and materials that help in giung such' 
commodity the form in which it is put on the market. Money cost 
represents the actual expenses in terms of money incuried in producing 
the commodity. It may here be noted that real or labour cost of 
production of a commodity declines with every improvement in ma- 
chinery and methods of production It may, however, increase m the 
case of agricultural commodities or minerals as we have to take resort 
to poorer soils and deeper layers of mineral deposits, Again money 
cost may increase as real cost declines and vice versa. Thus we now 
use better machinery and methods in producing radio sets than we did 
before the war and yet because of the rise in money wages and prices 
of materials the money cost of producing radios is much higher than it 
was before the war started. It is also conceivable that money cost of 
extracting coal may fall in the future if prices of food and wages of 
labour decline even though the number of man and days needed to fhg, 
lift and transport a ton of coal increases due to exhaustion of the 
richer mines situated '"nearer the industrial area. Price being value 
expressed in terms of money is manifestly related to money cost and 
eot real cost. 

Prime and supplementary costs 

Money cost itself may refer to aggregate cost of a given output 
>r the cost per unit If 10)000 pairs of shoes produced m a shoe 
acton m a year cost in all Rs 1,00,000 the cost per pair is Rs 10. 
t is this cost per unit which has to do with the price of shoes in the- 
narket But the money cost per pair is itself made up of so many 
tems such as the prices of leather and nails, fuel used m driving ma 
ihinery wages of labourers, expenses of advertising, interest and 
leoreciation on capital invested in the factory and salaries of managers 
tnd formen. All these costs may be divided into two groups (a)i 
mine and (b) supplementary 
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Prime or direct cost 0 f a pa ir of shoes is the cost of leather and 
-other materials used in it plus wages paid to the labourers specifically 
for making it and of course any other expense that need not have been 
incurred if this pair were not manufactured Prime cost thus includes 
all the expenses directly incurred over a unit* it is exactly proportional 
to the quantity of output Thus if m manufacturing 10,000 pairs 
of shoes Rs 70,000 are spent over leather and other materials, 
-fuel and v ages, the prime cost of a pair of shoes is Rs 7/ • It follows 
that if only 5,000 pairs are produced the total cost will be reduced to 
Rs 35,000, leaving the prime cost per pair at Rs 7/ But each of the 
10,000 pairs produced must bear its share of rerraing Rs 30,000 spent 
over rent, interest, depreciation, expenses on office and management 
and other overhead charges* This share woiks out to Rs 3/ , which 
is termed supplementary cost or simply on cost This part of the 
cost, it may be noted, is not variable or proportional to the output, 
it is more or less fixed and must be incurred whether a smaller or a 
larger quantits is produced. The managers and clerks cannot be dis 
missed, nor machinery sold out with a reduction m output. \nd the 
same staff and machinery can handle a larger output npto a point Thus 
the essential characteristic of supplementary cost per unit is that it 
increases with a fall in ou'put and diminishes with an increase in output* 

The total cost of a pair of shoes is Rs 10, comprising Rs. 7 as 
prime cost and Rs 3/ as supplementary cost And the price obtained 
must cover this total cost in the lonp run In the short run, that isi 
temporarily the price may be lov or than Rs 30 per pair and -till pro 
duetton may he continued in the hope of better times Afattoryts 
not dismantled and staff dismissed immediately price falls belov total 
cost per unit of output- Thus a large number of sugar mills ln India 
continued their operations during 1935 37 when price of sugar fell tc 
about Rs 6 per maond v hen cost v as about Rs 10. So long as the 
situation does not become hopeless it is evidently advantageous to con 
tinue production even if the price covers the prime cost and a part ol 
the supplementary cost, which lias to be incurred v hetlicr or not there 
is any production. 

Average cost and marginal cost 

The attrape cost per unit of any given output is the aggregate 
cost (prime plus supplementary) divided by the number of uni's pro- 
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duced, while the maigtnal cost of production is the cost per unit of an 
additional output if produced The organiser of a factory is always 
trying to maximize his profits and evidently his profits can be in 
ceased so long as an additional output will sell for more than the 
additional cost The former may be termed marginal revenue and 
the latter marginal cost. Profit is maximum when the two are equal. 
So long as marginal revenue is more than marginal cost it will pay to 
increase output , if marginal cost is more than marginal revenue 
already or if it becomes so after increasing output it will be profitable 
to reduce output. Thus it is the marginal (and not average) cost that 
ought to be covered by price The concept of marginal cost and its 
relation to price may be made clearer by the following table 


Costs of production and profit of a Shoe 
Factory for varying output 



Output 

Variable 

expenses 

Fixed 

expenses 

Total 

expenses 

Average 

Cost per 
unit 

V- 

aj 

a 

<U 

o 

C 

CL. 

unit 

Marginal 

Revenue 

Marginal 

Cost 

Profit on 

addi 

tional or 
marginal 
output 



Rs 

Rs. 

Rs. 

Rs 

Rs 

Rs. 

Rs. 


Rs 

(l) 

5,000 

35,000 

30,000 

65,000 

13 

10 





(2) 

10,000 

70,000 

30,000 

1,00,000 

10 

10 

50,000 

35,000 

15,000 

(3) 

15,000 1 

1,05,000 

30,000 

1,35,000 

9 

10 

50,000 

35,000 

15,000 

(4) 

20,000 : 

1,40,000 

30,000 

1,70,000 

8i 

10 

50,000 

35,000 

15,000 


(5) 25,000 1,75,000 45,0002,20,000 81 10 50,000 50,000 0 

Here we see that marginal cost is lower than the marginal 
revenue under (2), (3) and (4). This is so whether we take margi- 
nal revenue and marginal cost in the aggregate or per unit of 
output , the latter m all the three cases being Rs 10 and Rs* 7 
respectively. And it is evident that increase of output raises 
the profits by Rs. 15,000 m all the three cases* In the last case 
(5) marginal revenue and margiual cost become equal and there 
is ho addition made to profit The cost per pair Rs. 10 is here equal 
to the price obtained in the market. Of course the average cost per 
pair Rs. 8* is lower than the marginal cost. 

It may be noted that each and every competing factory or firm 
tries to push output to the point where marginal cost and marginal 
revenue are equal, so that the market price and marginal cost tend to 
he equal. It is wrong to suppose that marginal cost refers to the costs 
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of production of some producers only and that the costs of the others 
are lower than them During short periods, however, this is possible , 
in the long run the more efficient producers are bound to increase 
output until their marginal costs become equal to the price obtained 

Cost of reproduction 

Usually the price ruling m the market for a commodity is not 
•the cost actually incurred on the stock already produced but the cost 
at which 't is being produced at any time, or, what comes to the 
same thing, the cost at which it can be reproduced* lAnd this is 
-called the cost oj reproduction . For example, the price of cotton 
cloth already in the hands of dealers tends to be what it is costing 
the cotton mills to manufacture similar qualities And this maybe 
higher than in the past due 'to rise in the prices of raw cotton and 
coal and wages paid to laborers Similarly, the prices may be lower 
than the costs of the existing stock if the prices of materials and 
wages have gone down due to trade depression or other cause. 

Opportunity Cost. 

The total cost of producing a commodity is the aggregate of 
the prices of the services of a number of factors of production that 
.help to produce it. For example, the cost of production of a pair of 
4hoties is the price of co‘tr and coal used, interest on capital aiid 
-wages of labour. Prices of cotton and coal are .really prices of labour 
that produced cotton and coal, while interest is the price of the use of 
capital for a given period of time. And the price of each factor 
tends to be equal to what it could get or earn m other alternative 
'employments. The remuneration of all the factors engaged in produc* 
mg cotton cloth taken together is again determined in the long run 
by the remuneration available in another occupation open to them 
'Supposing that the group of land, labour, capital and organization m 
a cotton null produce 1,00,000 pairs of dhoties m a year and that if 
they produced wollen cloth instead it will be worth Rs. 10,00,000. 
Then tae cost of 1,00,000 dhoti pairs is Rs. 10,00,000. Cost conceived 
m this manner is called opportunity cost. 

^Factors affecting cost of production. 

Cost of production of a commodity is increased or’ reduced by 
-the following factors 
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(a) Inventions of machinery and improvement ’ in the methods 
of production, storage, transport and distribution of a commodity 
reduce fhe cost of production. 

(b) Discovery and utilization of new and richer natural resources 
such as more fertile soil, mineral deposits and water power reduce 
costs while exhaustion of such resources increases them. 

(c) Increase m the efficiency of labour will reduce costs while 
diminution in efficiency will increase them. 

(d) Increase m the scale of production reduces costs in many 
industries as we have already seen 

f* r 

(e) Increase and decrease in output reduces and increases costs 
in the case of industries where the law of increasing returns prevails 
In diminishing returns industries, on the other hand, increase m output 
increases costs while diminution in output reduces costs. Where, 
however, returns are constant costs do not change with a change m the 

s 

^ quantity of output But this is true in the long run when factors of 
production have been fully adjusted to the change in output. 

(f) In the short period costs of production usually increase 
•with a change in output in all kinds of industries, With an increase 
m output the existing equipment has to be used more intensively, so 
that costs increase due to higher rate of overtime wages and also 
greater rate of depreciation of machinery* When output is reduced 
prime costs go down proportionately but interest on fixed capital and 
most of the other supplementary costs remain as before and the total 
•cost per unit increases. 

(g) Tax put on a commodity at any of the numerous stages 

through which it passes between production and consumption raises 
the cost of production while a bounty reduces it. For example, the 
cost of production of a pair of shoes will increase from Rs 10 to 
Rs. II per pair if the government levied a tax of Re* 1 per pair , and 
it will become Rs. 9 if the government started paying the factory 
owner Re. 1 for each pair produced. Taxes and bounties are now 
becoming more common every day as the state is trying to reduce 
consumption of certain articles and to increase that of the others. 
Again commodities consumed generally by the rich are taxed while 
those used chiefly by the poor are granted bounties ' 
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Cost of production and supply schedules aud Curves 

The supply price of a given quantity of a commodity during a 
given period of time is the marginal cost of such quantity during 
that period During a short period the marginal cost and supply 
price tend to rise both with an increase and diminution of output 
During the long period, however, the marginal costand supply price 
increase, decrease or remain constant with increase and reduction of 
output according as the commodity is produced under the laws of 
diminishing, increasing or constant returns. This may be illustrated 
by means of supply schedules and curves as follows* 

Supply schedules a. supply schedule is a table showing the 
prices at which different quantities of a commodity can be produced 
and put in the market for sale during a given period of time. Evi- 
dently these prices, which we may call supply prices, are based on 
the cost of production at the margin of production and change 
both with change of period covered and variation in output This is 
brought out by the following comprehensive table. 


Supply Schedules 



Marginal cost of production and ‘•upply price per unit t 



for \arying output during 



Short period 



i 


for commo* 

Long period for commodities produced ] 

Out put 
(Lakhs of 
units) 

dities produ- 

under the law of 1 

ced under 



... ! 

Any of the 
three laws 
of returns 
(Schedule A) 
curve (l) s s 

Increasing 

Diminishing 

{ 

Constant i 


Return 

Return 

Return < 


(Schedule B) 
Curve (2) a a 

(Schedule C) 
curve (2) b b‘ 

(Schedule V) 1 
Curve (2) c c' , 


Rs 

Rs 

Rs. 

Rs s 

200 

5 

5 

1/8 

3 

300 

4 

4 

2 

3 

400 

3/8 

3/8 

2/8 

3 

500 

3 ' 

3 

3 

3 

600 

v 3/8 

2/S 

3/8 

t 

3 

700 

4 

2 

4 

3 

800 

5 

1-8 

i 5 

\ 

3 f 


» 












( 113 ) 


Supply Curves 

These schedules may be represented by {our different curves 
ss,aa\bb' and cc' corresponding to the four schedules A, B, C 
and D. ' 




Quantity production 
(Lakhs of unit) 


1* Short period curve ss applies to all commodities whether 
they are produced under increasing or diminishing or constant returns. 
Supposing the quantity produced at any time to be 500 and cost of 
production and supply price to be Rs 3 per unit. Now if the output 
8 


i 
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*s mcreased or reduced the cost of production and supply 'price 
froth rise for reasons explained previously in this chapter. 

2. Long period curves differ for the three types of commodities. 
Curve era' represents supply or cost of production curve for commo 
•dities subject to increasing returns or diminishing costs. In this case 
we see that cost and therefore snpply pnee per unit falls from a to a’ 
as output increases. If we take the curve in the reverse direction 
i.e,froma' to a we find that cost per unit increases as out put is 
reduced. In Curve bb' representing diminishing return or increasing 
cost commodities we find the cost per unit rising throughout the 
length of the curve from b to b’ as the quantity of output is increased, 
and of course it falls with a reduction in output from b* to b Curve 
cc' stands for constant returns or costs commodities and here the cost 
per unit and of course the supply price based on it remain the sime 
whether output is increased from c to c’ or reduced from c* to c* 


CHAPTER XIII 

THE NATURE AND CLASSIFICATION OF WANTS 
Consumption, 

Consumption as a division of economics deals with the study 
)f huinaiTwiFtTand their satisfaction through the "use'oFweal th . All 
luhian activity in the economic field arises from the existence of 
mman wants and the strong urge to satisfy them Consumption 
s at once the end of all economic activity and of wealth that such 
ictivity brings into being. Earlier economists emphasiged wealth 
md its production , modern economics is increasingly recognizing the 
mportance of consumption and of human welfare which it promotes. 
Efficiency of man as *a~ producer of wealth is meaningless unless it 
ncreases human happiness. It is this widespread recognition that 
las led to state interference in economic activity. Thus the state 
ittempts to prohibit consumption of certain intoxicants which injure 
lealth, restricts that of others like tobacco by high taxes and promotes 
iy means of bounties consumption of articles like milk and books 
vhich develop health of body and mind. In the field of production 
tself the state restricts hours of work in factories even at the cost 
if output and consumption so as to preserve health and happiness of 
he workers. 

As has been indicated before consumption m the economic sense 
neans the use of goods and services for the sa tisfaction of human 
vants. Certain things are consumed directly such as bread , others 
atisfy human wants i ndirectl y such as fodder and oil cake given to 
:attle which yield milk. Consumption, it may be noted, involves 
Instruction of utihty The utility of goods like bread is destroyed 
n orie"act of consumption , other goods like clothes and houses give 
epeated satisfaction and lose their utility gradually over a period of 
ime AVhen a good is consumed directly we call it final consuwp- 
ton , when it is used in producing other goods for final consumption 
ve term the process as productive consumption • Thus fodder given 
o cattle and cotton used in a weaving factory denote productive 
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consumption. However, use of food, cloth and shelter by factory 
labourers during the period they are engaged in manufacturing cloth 
is final consumption because human wants are satisfied by them 
directly. The use of cotton m the factory alnd depreciation of bud* 
dings and machinery result in the production of a new good, cloth, 
and therefore consumption of cotton and machinery is said to be pro* 
ductne consumption. 

The nature of wants < 

Economics does not inquire why human beings feel wants* 
Wants arise instinctively Some of the human instincts and wants 
are common to all animals such as want for food, shelter and pro 
creation But man feels certain higher wants such as those for music, 
chanty and display. A want should be distinguished from mere 
desire , an economic Want is that strong desire which induces man 
to undertake the effort or sacrifice of money which is necessary to 
satisfj it* Any want that is incapable of being satisfied with many 
is not an economic want, e s the desire to become a yogi. Yet many 
of the religious desires such as those of building temples and free 
feeding of the poor are economic wants. 

Human wants possess certa,n distinctive characteristics, (l) 
*V a 5i^- are -- ! ” , j^5? s one wants is satisfied others arise , e\en 

the same want arises again and again such as that of food from day 
today It is this fact which explains ceaseless economic activity*- 
(2) Each tvan t is safrrrWe. While there is no limit to the number of 
wants, each individual want is capable of being satisfied fully It 
is this characteristic which, as we shall see, gives rise to the law of 
diminishing utility, according to which the desire to consume a good 
becomes less as satisfaction proceeds. (3) Wants differ in intensify 
or strength. Some Wa„ts like those lor food are more strongly 
felt than those for clothes, it lathis which explains partly at least 
the differences in prices Price of food has gone up much higher 
just now than the price of cloth Not only the present wants com* 
pete among themselves but after the satisfaction of the most pressing 
ones future wants begin to clamour for satisfaction and give rise to 
sav ing of income a<= against spending. (4) Wants are also alternative' 
that is, they are capable of being satisfied by more than one commo- 
dity Thus wants for entertainment maybe satisfied by music or by 
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theatre , that for tea may be satisfied by coffee. Prices of goods of 
this nature, as we shall see, bear close relation to each other. (5) 
Some wants are complementary , that is, they require for satisfaction 
more than one good or service together, e s* tea, milk and sugar; 
motor car and petrol. Such things are said to be jotntly demanded , 
l- their prices are also mutually related. 

Classification of wants. 

Wants for various things ha\je been classified according to their 
urgency and perhaps desirability into (a) necessaries, ( b) comforts 
andfc/1 luxuries. Necessaries include those things which are so 
strongly wanted that the available income is used first m obtaining 
them and comforts and luxuries are thought of only when income is 
enough to spare for them Judgments of individuals differ widely in 
regard to what is a necessary, comfort or luxury. However, the 
following three types of wants are commonly considered necessaries. 
(i) Necessaries Jor existence . A certain minimum quantity of food, 

cloth and houseroom is necessary for human life. In this we may 
1 include only the barest minimum that is required for existence of life 
(ti. Necessaries for efficiency . Then an extra quantity or better 

quality of food, cloth and shelter is required for health and efficiency 
of both body and mind. Half a seer of parched gram per adult and a 
single room maybe enough to maintain a family, but a little gur and 
, a nd oil, a seperate kitchen and a pair of clothes are perhaps necessary 
for health and efficiency in production* ( itt) Conventional necessaries • 
Then there are certain things whose consumption becomes necessary 
through individual habit and social custom, and quite often they are 
put b“fore necessaries for efficiency a’ any rate Thus persons habi- 
tuated to a drug like tobacco, will spend a pice on it before perhaps they 
think of food , again expenditure on conventional dress and ceremo- 
’ nies is usually taken to be so urgent as to be incurred even at the 
, c ost of variety in diet. 

i* 

Comforts are those requirements which though not necessaries 
in any of the abo\e mentioned senses, promote happiness and welfare. 
, Thus a separate room for guests, a copy of the daily newspaper and 
, occasional travel or picnics to relieve monotony of life may be called 
, comforts. They do promote mental poi=e and intellectual activity 
' ,n the field of art, literature and science and to that extent help in 
,t increasing efficiency 
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Luxuries With these there attaches some idea of social dis- 
approbation if not active condemnation As a rule we do not like a 
person whose ways of living are luxunous. On this basis we may 
say that luxury denotes consumption of things indulged in either for 
pomp and show or for satisfaction of whims and fancies made possi* 
ble by too large m income. In this age of equalitv luxury is coming 
in for increasing criticism particularly as it diverts labour and capital 
from the production of essential goods to that of non essentials* ' At 
one time it was thought that indulgence in luxury by the rich created 
employment , now it is recognised that if the rich did not consume 
luxuries they will save their income and deposit it m a bank or invest 
it in some company and employment will not he reduced. It is only 
when income not spent upon luxuries is hoarded that employ ment 
will be reduced. 

There is one form of consumption which perhaps goes beyond 
luxury such as use of intoxicating drugs and liquor which injure the 
health and efficiency of the user and prove harmful to social interest* 
Not only does it reduce efficiency but also diverts labour and rapital 
into producing goods and services which degrade those engaged m 
their production and distribution This is the reason why the state 

now attempts to prohibit such harmful consumption 

\ 

Relativity in classification of wants 

It is generally agreed that articles of consumption cannot bo 
classified rigidly. There are no absolute boundary lines beiween 
necessaries, comforts ind luxuries Wh it is considered as a comfort 
for some people may be just a necessary for efficiency for others and 
a luxury to a third group of people. We cannot put any of the con- 
sumption goods m a particular class without reference to the con* 
sumer, the time and place in which he is placed and the quantity of 
the good itself. The urgency of wants shows wide variation with 
time and place and with a change that occurs in an individual's 
income and habits Thus a motor car may be a luxury for a clerk, a 
comfort for a businessman and a necessary for efficiency for a doctor 
who has to pay visits to a number patients scattered over a wide 
area A second car to such a doctor may be a comfort and a third 
one a luxury. Again things like electric light may be just a comfort 
in a big city and a luxury in a village where a separate plant has 
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•to be established It is a matter of common experience that with 
uncrease in productive capaciiv and rise in the general standard of 
diving many things regarded as luxuries in the past are becoming 
items of just ordinary comforts. 

Dr. P* Basu has applied the uniform test of efficiency in classi 
fying wants and on that basis has formulated what he calls the law 
of consumption, according to which a unit of commodity to a com 
sttmer living at a particular place and time is i necessary if its con 
sumption increases his efficiency and if lie is deprived of it his effi- 
ciency decreases if its use does not increase his efficiency but being 
deprived of it reduces efficiency the unit is a comfort , and if consump- 
tion does not increase efficiency and deprivation does not reduce 
efficiency it is a luaurj. This statement takes into account the 
change in the class of a human want with charge of persom place 
and time and at the same tune supplies an easy criterion with which 
to judge whether a particultr unit or quantity of a commodity is a 
necessary, a comfort or a luxury. 

Generalisations about consumption. 

Study of the nature of wants and of varying degrees of utility 
derived from their satisfaction has led to the formulation of the Jaw 
of diminishing utility and the law of demand and these may now be 
eximmed 

The Law of Diminishing Utility. 

The satiable character of each particular want gives rise to the 
fact that as we consume or get more and more of any one thing our 
want for it approaches satiety and every addition to our stock of such 
a thing brings diminishing satisfaction or utility When satiety is 
reached further additions m iy yield no satisfaction or zero utility and 
mtvhegin to prove a nuissance resulting in disutility or negative 
satislaction. This tendency has been given the name of the law of 
diminishing utility , it has been aptly stated by Dr Marshall in these 
words, ' the additional benefit which a person derives from a given 
increase of his stock of a thing diminishes with every increase of the 
stock that he already has.” The law may *be illustrated by the con 
sumption of a number of apples. 1 he first apple gives us a certain 
•amount of utility , the second one gives less utility , the third one still 
less and so on. The ideas may be made clearer by the following 
diagram or utility curve i' — 
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In this diagram we see that the first apple gives S units of utility,, 
the second one yields 6 units, the third apple gnes 4 units and the- 
fourth one lust 2 units of utility The utility of the fifth apple is - 
zero and the sixth apple brings disutility or negative satisfaction. 
The vertical lines a, b, c, d and e represent the amount of satisfac 
tion yielded by the apples taken m succession. By joining the 
extremities of these lines we get the utility curie U C, which being 
continuous indicates that not only successive apples but also the 
smallest parts of each bring diminishing utility 

Total uttlity and marginal utility 

Total utility is the aggregate of the dififering utilities of all the 

apples consumed while the marginal utility is the utility of the last , 

apple i onsumed at any time. If only two apples are consumed the total 
utility according to the curve ,s 8+6=14 and utility of the second' , 
apple is the marginal utility which is just 6 When six apples are \ 
consumed the total utility is 8 + 64+ 2 + 0 - 2-20 and the marginal ! 

ty is _ The total utility, it may be noted, goes on increasing 
u t the fourth ipple is consumed hut it increases at a diminishing 
, The mar gmal uhl, tv, on the other hand, diminishes throughout : 
e w lole cour-e of cdnsumption We may therefore name the law ; 
as the law of diminishing marginal utility ’ 

i 

The concept of margmal utility needs a little further clarifica- 1 
tion. In purchasing apples we have to pay the price and in deeding- ' 

f 
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how many apples we shall consume we have to balance the utility 
of apples against the utility of money that has to be spent. And the 
estimates of utilities of apples and annas dtffer from individual to 
individual. Each of them tends to purchase apples upto the point 
where utility of an apple is equal to the utility of the money paid as 
price. Supposing the price of apples is one anna per apple and in the 
mind of a particular consumer the utility of the fourth apple, namely, 
2 units is equal to the utility of an anna to him he will purchase four 
apples and the utility of the fourth apple is the marginal utility of 
apples to him. Marginal utility of a commodity to each consumer 
is thus the utility of the unit he is just induced to purchase. Such a 
unit may be termed marginal purchase and its utility, which is 
equal to the utility of money paid as price, is the marginal utility • 

If apples are actually being eaten in succession the utility of the 
fourth apple in the case supposed above is marginal utility But if 
they are just purchased to be consumed later all the four apples are 
alike. Marginal utility then is not the utility of any particular apple 
marked A, B, C or D but of any one of the four. \nd this of course 
will be less than if there were only three Marginal utility of a 
commodity may thus also be said to be the ut.lity of one unit of the 
stock possessed by a consumer 

Limitations and exceptions to the Law 

The law of diminishing utility applies to an individual consumer 
it or during a given time . A fifth apple gives less satisfaction than 
the fourth on any given d ty , on the next day that same fifth apple 
tnay really be the first aople consumed and must therefore give more 
satisfaction than' the fourth taken on the previous day. But even if 
:he whole of a week or a year is taken into account the law will apply, 
d a person needs 12 maunds of wheat during a year evidently the first 
naund of wheat will yield more utility than the second. The conus- 
,l e> himself should not change either in person or in tastes. The 
ifth apple may be the first for another individual, and if the same 
adividual consumer develops a stronger taste or liking for apples as 
ie consumes some his satisfaction from additional_apples might in- 
rease Thus the law will apply onlv to a given individual at a given 
ime There is one other limitation* The units chosen must not'be- 
3 o small , if a seer of coal is necessary to cook one’s food the first 
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Ttola. by itself may be valueless and each additional tola wilhyield 
increasing utility upto one seer, Theteafter the additional tolas or 
chhataks -would be used over less and less urgent heating and will 
-therefore yield dimishing utility. 

Among exceptions we may note that there are certain things 
-whose value in the estimation of the possessor and the public increases 
more than in proportion to the increase in the stock already possessed 
Such is the case with collections of rare things like old coins and 
stampsj where a pair is considered four or perhaps ten times as va 
luable as a single item Similar is probably the case with most things 
•wanted for display and for the prestige and power which they secure 
to the owner. And the hoard of money to a miser perhaps stands in the 
same category In such cases, of course, additions to stock yield 
increasing and not diminishing utility and may therefore command 
higher price than the previous units 

Money required by the average human being is, however, not an 
exception at all It is true that utility of monej to an individual never 
becomes zero, and it certainly will perhaps never become a nuissance 
"Yet the utility of a unit of monev. say. Re 1 grow s ie=s and le c s as 
v p have more and more of it This is proved by the rich m m will- 
ingly paying more than a poorer one for a tonga drive or for almost 
any other commodity. And even the poor person will work longer 
and harder to earn the first rupee than he will to earn the second 
rupee on any day Both the ricji and the poor prize 51st rupee ol 
'their income more than the 101st The case of money is special onlj 
hi this that the utility of additions to one’s stock of money diminishes 
verj slowly This is because money is not anv one commodity 
whose want is entirely satiable* It is purchasing power, representing 
command over commoditities in general/ for which wants are unlimi- 
ted Money is acquired to satisfy not any one p irticular want bui 
wants in general Yet the first unit of income during any given perioi 
is spent over the most pressing want or wants and yields greatei 
^utility than the second. 

"The law of demand. 

The law of diminishing utility gives us an idea of the dimishing 
strength of the want for a particular commoditv and of the fact xbat 
tibe price we are prepared to pav for a commodity is equal to or at 
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Demand Schedule for apples m Raja*ki*Mandi on a particular day 
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Such a demand schedule may be represented by a diagram 
called the demand curve as shown below. 



Both the schedule aud the curve represent purely imaginary 
conditions, but they do bring out the relation between price and 
quantity demanded. Rise in price from Re 1 to Rs. 4 per seer 
reduces the demand from 32 to 7 seers Taken the other way fall 
m price from Rs 4 to Re 1 per seer increases the demand from 7 to 
32 seers Another fact which both demonstrate is that 7 seers can 
be sold at Rs 4 per seer, but if 32 seers are to be sold In this small 
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local market lhe price has to be reduced to Re 1 per seer. The schedule 
and ihe cur\e are really tabular and diagrammatic representation of 

the law of demand. , 

/ 

We must note the great resemblance between the utility and 
the demand curves. Both slope downward to the right, showing 
•that as quantity consumed or purchased increases the utility of each 
-additional unit as well as the demand price for it falls. We also see here 
roughly the influence of utility on price It is the marginal utility 
•that determines price given the supply put in the market. But the 
supply price depending upon cost of production has its effect. We 
shall study the determination of price under the interaction of both the 
forces m the next part of the book 

elasticity of Demand, _ _ 

Increase and diminmtion in the quantity demanded due to fall 
•and rise m price, though universal, is not uniform for all commodi- 
ties. In the case of some the rate of increase and decrease is large 
relative to the change in price and the demand for such commodities 
is said to be elastic • In other cases change in demand is small 
•compared to the change in price and the demand is then termed 
vielestic» Elasticity of demand is thus an attribute of demand, in- 
dicating that demand changes m response to change m price. 

Measurement of Elesticity of Demand. 

As the words ‘much’ and ‘small used m relation to elesticity of 
demand are very vague a method of measuring elaslicity has been 
introduced. Thus (a) if the changes m the quantity demanded are 
proportionate to the change m the prtce of a commodity the elasticity 
of demand is said to be unity, which really means that elasticity is 
moderate or normal. In such a case the total amount spent over the 
commodity ( i.e. price multiplied by the number of units sold) re- 
mains the same wbetever the price, (b) If, however, the increase and 
decrease m the quantity demanded is more than in proportion to the 
fall and rise m the price of the commodity elasticity is said to be 
greater than unity, that is, the demand for such a commodity is 
more than moderately elastic or simply elastic Another criterion of 
this large degree of elasticity is that the total amount spent on the 
commodity (i.e price multiplied bv units sold) increases with a fall 
m price and decreases with a rise m price, (c) When the change m 
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quantity demanded is less than m proportion to the change m the 
price of a commodity elasticity of demand for it is said to be less 
than unity or we might say that the demand for it is inelastic- In 
this case the total amount of money spent over the commodity 
(which again means price multiplied by the number of units sold) 
increases v/ith a rise m price and decreases with a fall in price 
Inelastic demand obviously means that with a rise in price people 
will reduce their purchases to a % ery small extent and spend larger 
amounts than before With a fall m price they will not increase 
their purchases to any considerable extent and will therefore spend 
less than before. This measurement of elasticity is illustrated in 
the following table — 

Measurement of Elasticity of demand 


Elasticity ol Demand. 


Price 
per unit. 

(<«) 

Umtv 


(b) 

Greater than Unity 


Quantity 

demanded 

Q €3 
- ~ & 
5 c * 
o 3 > 

rH O CJ 

P| 

~ 13 

< c 

H 

^ *2 

% § 
6 5 

*3 

1 ota! 

amount of 
money spent 

l I 

C ■‘J 
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-3 3 

C5 

n't 

3 E 
05 5 

^3 

% 

— ° i. 

3 c u 

0 3 2^ 

| § 
C2 g 

» 

V 

~ v\ 

0 f 

Is 
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Rs 

1200 


2000 

Rs. 

2000 

■ 


Rs 

500 

■M 

2 


1200 


950 


iHi 


800 


3 


1200 


600 




900 


4 


1200 

- 

400 


B 

250 



5 

240 


— 

240 


B 

240 




In this table we see that in case (a) where elasticity is unity the 
total amount spent remains Rs 1200 at all prices and a doubling of 
the price reduces the demand to half. In case (6) of elastic demand 
the amount spent decreases with a rise in price, and if we count from 
bottom upwards it increases with a fall in price Again a doubling 
of the price reduces the demand by more than 60% In case (c) of 
inelastic demand, the amount spent increases' with a rise in price and 
decreases with a fall m price counting from bottom upwards. And 
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of course, doubling of the price from Re 1 to Rs* 2 per unit reduces 
the demand by only 20 %• Conversely, we might say that halving 
of the price from Rs< 2 to Re 1 increases the demand by only 25% 
These measures of elasticity may be represented by separate 
demand curves as in the following diagram ! — 



Important thing to be noticed m these curves is that the more 
inelastic the demand che more steep is the curve representing it« The- 
curve (a) denoting moderate or standard elasticity lies in the middle 
of the curves ( b ) and (c) which represent elasticities greater than and 
less than unity respectively. 

, Variations In elasticity of demand. The differences w the 
elasticities of demand for different commodities rest on the relative 
strength of the wants they satisfy and the quantity of a commodity 
which a person can make use of. Thus, want for necessaries like 
food is strong but the quantity a man requires for,consumption during a 
'day or week is strictly limited. Want for comforts like newpapers and 
books is weaker but capacity for consumption almost unlimited. These 
two things, the relative urgency of a want and the quantity of a 
commodity an individual is capable of consuming, determine the 
: at winch marginal utilities of comnodtttes use and fall with 

/decrease and increase m their supplies. The higher this rate is the 
■ more inelastic is the demand and vice versa, Where utility falls 

r slowly the price offerred for additional units does not fall much, nor 
9 
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does the demand price for fewer units rise much. On the other hand, 
•where marginal utility falls rapidly, as in the case of commodities with 
inelastic demand, the price offered for additional units falls much , 
and because such utility rises considerably with a rednction in supply 
the price offered for fewer units rises rapidly Applying these 
criteria we find that 

(l) The demand for necessaries of life such as food grains 
is very inelastic. Nearly the same quantity is purchased by the 
average consumer so far as he can help it, so that income spent on 
other things tends easily to be transferred to necessaries with a rise 
in price due to scarcity. When plenty lowers prices little more of 
them is purchased and income thus released is transferred to comforts 
and luxuries, whose prices therefore tend to be more stable Naturally 
the prices of necessaries rise much with a reduction m annual output 
and fall considerably with an increase in such output The World 
War II has brought about a general rise in prices due to inflation of 
currency but the prices of food grains have risen much more-s 
than the prices of sugar or newpapers which are largely in the 
nature of comforts And during the trade depression of the thirties 
the prices of food grains had fallen considerably more than the prices 
of sugar and newspapers. Thus we find clear proof of the influence 
of elasticity of demand on price. 

(2' The demand for comforts and cheaper luxuries is usually 
elastic because the wants for them are unlimited and a relatively 
large unsatisfied demand always exists for them A little fall m 
their price puts them within reach of many who went without them 
before and expenditure on them increases much. When price rises 
•expenditure is considerably curtailed. Thus we find that elastic 
character of the demand for them helps to steady their prices. 

(3) Demand for commodities having good substitutes is greatly 
elastic and their prices are therefore more stable. A rise in the price 
of tea tends to transfer expenditure from it to coffee , a fall in the 
price of tea tends to transfer expenditure from coffee to tea. Thus 
the prices of both are related [and tend to be more stable than the 
prices of necsssaries like salt for which there are no substitutes. 
Wheat has no good substitute but Jowar and Bajra are good 
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substitutes of each other even though they are necessaries for a 
section of the population. 

(4) Demand for costly luxuries and for fashionable articles such 
as new types of saries introduced at relatively very high prices is 
inelastic. They are within reach of a limited circle of the v\ dl-to-do 
people, for whom small changes in price do not matter much and 
whose wants for them are therefore more or less fully satisfied, As 
their prices fall to levels within reach of a larger section of population 
■demand becomes elastic and price fluctuations narrower. 

Significance of the concept of elasticity of demand In practical 
Hf*. (1) Elasticity of demand greatly affects the consumer’s surplus, 
described in the next chapter Consumer’s surplus is small in ths 
case of commodities with clastic demand but relatively large m the 
case of inelastic demand, particularly at low prices and can be easily 
saueezed by monopolists and 1 1 \ gatherers. (2) As we h. ve already 
seen elasticity of demand is closely related to puce. Elastic 
demand makes it difficult to raise price by curtailing output , but 
inelastic demand makes this relatively easy. And as a monopolist has 
complete control over output he is apt to fix price of a commodity 
with inelastic demand at a high level so as to reap large monopoly 
profit. State control over such monopolies thus becomes very 
necessary. The relation between monopoly price and elasticity of 
demand has been more fully examined in the chapter on monopoly 
(3) Elasticity of demand for a commodity is also of significance to the 
finance minister in levying taxes. A commodity with inelastic 
demand can bear a higher tax than one with elastic demand A 
high tax on the latter will reduce the demand very much and the 
proceeds of the tax, even though high, may be small. Thus the tax 
on salt in India used to secure to the government a large annual 
revenue of about Rs. 10 crores It has now been abolished. 



CHATER XIV 

CONSUMPTION AND ECONOMIC LIFE 

In the list chapter we studied the n iture ot wants and examined 
some of the laws that are based upon them* It now remains to 
consider the influence of these wants and Jaws of wants on economic 
life of individuals, families and the nation as a whole As we shall 
presently see, this influence is very significant in a number of ways. 
Relation of diminishing utility and of demand and its elasticity to- 
econonnc life has already been discussed. We may now consider the 
implications of other features of consumption, starting with the 
emergence and significance of the consumer's surplus. 

Consumer’s Surplus, 

The individual consumer and the community comprising the 
whole body of consumers secure in purchasing and using most com- 
modities or services a surplus of satisfaction over money spent on 
purchases and this is called consumer's surplus • It has been defined 
by Marshall as “ the benefit which a person derives from purchasing 
at a low price things for which he would rather pay a high price 
than go without." This surplus satisfaction naturally emerges from 
the operation of the law of diminishing utility m consumption and 
from the fact that the price we pay for each of a number of units of a 
commodity equals the utility of the marginal purchase or the last unit 
which we are just induced to purchase, and which therefore yields less 
utility or satisfaction than the previous units. This is illustrated m 
the following table. 


Table showing consumer's surplus 


Apples 

consumed 

or 

stocked 

» 

Units 
of utility 
yielded 

Pric one 
would pay 
rather 
than go 
without 
(annas ) 

Price one 
actually 
rat n 
(aunas ) 

Consumer’s 
surplus yielded in 

Units 

annas 

1st 

10 

10 

2 

8 

8 

2nd 

8 

8 

2 

6 

6 

3rd 

6 

6 

2 

4 

4 

4th 

4 

4 

2 

2 

2 

5 th 

2 

2 

2 


— 

Total 5 apples 

9 

30 

10 

20 




annas. 

annas. 

units. 

annas 
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The consumer in this case purchases 5 apples because the fifth 
apple fields utility or satisfaction equal to two annas, the price at 
which apples sell in the market* He Rets no surplus of utility in the 
case of the fifth apple which is the marRinal purchase* But on the 
first four apples he does Ret a surplus satisfaction* Supposing the 
■consumer puts on each unit of utility \ielded by apples a viiue equal 
to one anrn* Ins surplus satisfaction is equal to 20 units in terms of 
utility and 20 annas in terms of money. The measure of ms surplus 
satisfaction ,s total utility minus marginal utili'y into number of 
.apples purchase ! or (30 — 2 X 5) - 20* The economic or money 
measure of the surplus is total price he would pay rather than go 
-without minus the market price into the number of apples purchased or 
(30 annas — 2 annas X 5) - 20 annas. 1 bus the monev measure 
■of the surp‘ is a consumer obtains is m the words of Dr. Marshall the 
excess of the price v Inch fie vottld be willing to pay rather than go 
without 0 'ir that which he actually docs pay’* Hie concept of 
consumer’s surplus may also be represented by the following dia* 
* gram : — 



Each res tangle represents the satisfaction derned from succes- 
sive apples m units of utility and also units of money (annas)* The 
■blank part at the bottom of each rectangle represents the utility sac- 
rificed m paying the price and the shaded part denote , the surplus 
satisfaction in each case. The graph a a’ obtained by joining the top 
right extremities of the rectangles represents the continuous diminish* 
p ng utility curve, applicable if apples or any other commodity is pur- 
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purchased in very minute parts cr units, Consumer's surplus v.ilf 
then increase by the aggregate of the triangular areas at thg top of 
each rectangle. 

Consumers's surplus accrues even to an isolated individual hie 
Robinson Crusoe, who does not purchase any thing but consumes what he 
himself produces. In such a case the fust hour's picking of v.ild fruit 
means little exertion but brings large satisfaction. The second hour's 
effort increases irksomeness of labour and brings less satisfaction 
because of the operation of the law of diminishing utility Suppose 
Robinson Crusoe finds that the fifth hour's picking yield*- satisfaction 
or utility which just compensates th» disutility of the extra effort of 
that hour He h is reached the margin \ here effor' and satisfaction 
balance. The fifth hour’s labour then imasures the marginal utility of 
five units of v ild (run. The fifth />ito or unit yields no surplus hut the 
four units picl td in the first four hours do vielcl consumer’s surplus. 
In a monev economy each hour's labour yields a uniform wage, say, 
of four annas. Tilt, first four hour's wage is ustd m satisfy lug the 
more essentia! needs , the last four anna piece obt lined from filth- 
hour s work is spent over meeting the least urgent v ant and there- 
fore yield’s no consumer’s surplus 

Consumer’s surplus of the market 1 j,e consumer s surplus of 
a 1 the purchasers in a market during a gi\ui time mnj be. estimated by* 
adding together their indiv nlunl surpluses. It may be represented 
by the same diagram if we lake caoh apple on the ox axis is standing 
for I°° apples and each unit or anna on the 0\ axis as standing for 
00 units or annas. The total consumer’s <-u-pius will then be 20,000 
units in terms of satisfaction and 20 000 annas in terms of money. 

ut then we shall have to suppose that there are 1000 purchasers of 
similar incomes and tastes each purchasing 5 apples and the fifth 
anole being the marginal purchase each case. This is of course 
not true in actual life However the supposition does help to make 
t e concept of mar! ct surplus some what clearer. 

Substance in consumer’s surnlus mi , ■ 

ourpius Th e concept of consumers 

surplus and its money measure have certain limitations- (1) There 

Ib l,,e “'‘I'OiHy of estimating “the price one would pay rather than 

so without for an individual as well as for the market as a whole. It 

is probable that tf only 1000 post cards were annually available from. 
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the Indian Post Office people will offer very high price but we 
’cannot say actually what height the price would reach. Therefore 
it Is difficult to compute m money the consumer’s surplus yielded by 
post cards or any commodity. (2) Then there are the differences in 
incomes If a few rich people are prepared to pay fancy prices for 
certain things it does not mean that the satisfaction they obtain is 
really high , their high bids only show that value of money to them, 
is verv low This is particularly the case with things wanted by the 
rich for display su'-h as diamonds* If diamonds became plentiful and 
their prices fell very low, the bulk of satisfaction derived from them 
will disappear Thus a high money measure of surplus satisfaction 
obtained from such things at high ^prices is in reality unsubstantial. 
(3) More or less similar is the case with barest necessaries of life 
and particularly with conventional necessaries A person may pay 
the whole of h!s year's income or store of wealth running into lakhs 
of rupees for a chapati if he is hungry and bread becomes extremely 
scarce , lie may also pay, say, Rs 100 to obtain a cap which he 
must wear to maintain respectability in society if such caps became 
scarce But in neither of the two cases can we say that any real 
surplus of satisfaction is obtained by the consumer when lie gets 
chapaties and caps at an anna each. If it were so, consumer’s surplus 
can b“ multiplied manyfold by just destroying or reducing the output 
of necessaries of life. High price one may be willing to pay does not 
mean any positive pleasure , it measures only the negative satisfac- 
tion of avoiding pains of hunger or fall in social estimation. Prof* 
Taussig has therefore rightly suggested that computation 0 / 
consumer's surplus should begin after the elementary needs have 
been satisfied and the stage of comforts has been reached 

Yet consumer’s surplus is not altogether fictitious as some- 
economists have tried to show We do feel frequently that we nr& 
getting in our purchases more than our money’s worth. This is the 
case with most of the things of comfort. Most of us will gladly pay 
one anna or more for a post card which we now get for half an anna. 
The surplus satisfaction obtained will be clearer if we had to live in- 
a country where this cheap postal facility was not available or avail- 
able at a much higher charge. We obtain such a positive surplus 
m our purchases of many commodities such as electric light, news- 
papers and sugar whose prices have fallen due to progress in the arts 
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•of production in industrially advanced countries. A given income in 
such countries brings more satisfaction than it v ould in a backward 
country. In a city we get education, medical aid and entertainments 
at a much lower cost than in a remote village, and the resident of such 
a village realizes this as he moves from the ullage to settle in a city. 
Consumer’s surplus is thus largely dependent upon conjuncture of the 
consumer. 1 e , circumstances prevailing in the place and time in 
•which he is placed. 

The existence of consumer's surplus in expenditure of income 
has significance m problems of practical economic life It mea c urcs 
the extra amount of money which i consumer can spend on a com* 
tnodity, and this is taken advantage of by the monopolist producer 
and the finance minister. The monopolist can and does try to 
squeeze the surplus by curtailing output and raising price of the 
monopolized .commodity. The t ix gatherer is also on the lookout fo 7 r 
this surplus and tries to annex it to the state treasury by putting 
taxes on commodities yielding a substantial surplus 

Substitution In Consumption. 

Production is concerned with the earning and consumption with 
the spending ofmeome As a producer a person tries to maximize 

ancome by increasing output and reducing costs of production, as a 

consumer he tries to maximize satisfaction by the wisest possible use 
•of the given income. And wise spending means that each unit of 
money income is used to obtain that commohty or its unit winch 
•yields maximum utility Tor this substitution of more for less 
satisfaction y.eldmg goods ,s necessary And of course maximum 
•satisfaction is obtained v;hen marginal utility of money income spent 
•upon various commodities and services is equal The place of the 
principle of substitution and the law of equi-marginal utility in 
consumption has been more fully considered in Chapter IX, Pages 
78-81 

Spending and Saving 

The principle of substitut.on and the law of equi-marginal utility 
are of universal application in the utilization of limited resources at 
the disposal of an individual, family, firm, joint stock company or 
public authority, whether such resources are of the nature of 
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The three curves a, b and c show the units of utility or satisfac- 
tion derived from using successive units of money income over 
spending, saving and chanty respectively. It is supposed that a unit 
of money and each unit of utility derived are equal m value. The’ 
positions of the curves denote the order of importance attached by a 
person to present wants, future wants and wants of others. Now if 
a person earns Rs 8 per d ty be will devote Rs 5 to spending, Rs. 2. 
to saving and Re. V to cbantv to keep marginal utilities of income 
equal in each case and obtain maximum satisfaction The same three 
curves may be used for necessaries, comforts and luxuries respectively 
to illustrate the distribution of tne whole of the day’s income over 
satisfying the day’s needs as many people with small incomes have to- 
do Saving and charity curves in this case will he below the line 

In the distribution of income over the three itemi, the peculiar 
tastes of the individual and the size of his income have great in- 
fluence over his decisions Yet cettam considerations of general 
economic importance may be noted. 

Spending. The most pressing claim on the available income 
is that of the satisfaction of immediate wants of the individual and 
the members of lus family. And here though economy is necessary 
parsimony is unjustifiable After satisfying the wants For barest 
necessaries claims of necessaries for efficiency and moderate comforts 
which increase efficiency and future income, must be given due 
weight. In deciding about the amounts to be spent upon different 
things the law of equi marginal utility has to be pressed into service, 
but here also the judgment of the individual about quality and bis 
ability as a bargainer are of great'help Choice of right quality and 
quantity and avoidance of waste in the kitchen and the wardrobe are 
necessary from the point of view of common setwe as well as that of 
economics. 

'Harmful consumption’, which connotes not only drugs and 
liquor but also 'overeating', ought to be totally avoided while pro- 
pensity to indulge in luxury needs curbing to ths utmost. The former 
is positively injurious , (he latter also makes for indolence and 
inefficiency after a certain point The claims of the future against both 
are doubly important Both lead to the starvation of the future wants 
by leaving less for the future and reducing the future income. Very 
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jften such spending leads to ‘trenching upon capital' i. e spending- 
jf past savings and disappearance of future income which capital 
irmgs. It may go further and create indebtedness, which means- 
:onsumption of future income and further starvation of future wants- 
For, loans are obtained on the security of future income, which is thus 
nortgaged. 

A word may here be said about expenditure on conventional 
lecessaries*' These are usually most unnecessary necessaries, and 
appen to be the cause of the bulk of rural indebtedness. Both rural 
nd urban masses in India spend large amounts relatively to their 
icomes on various ceromonial feasts and the source is usually loans,- 
ir the income is barely sufficient to meet even the pressing wants 
F the present Remedy for indebtedness lies partly m reducing 
vpenditure on such conventional wants and partly in increesing the 
icorres Unfortunately, expenditure on things which increase 
ftciency, such ,as proper feeding and education and training of the 
liidren, tends to be starved by the masses, though of course this is 
ie partly to the smallness of income. 

Saving The part of income that is saved is available for 
;tisfying future wants, and with the satisfaction of present wants on 
reasonable scale the urgency of future wants appears and leads to 
ving Wants of the future are of various kinds and vary in their 
gency There are tho^e that are foreseen such as maintenance of 
e individual after retirement and education and marriage of 
ildren , others are unfoi eseen, liable to occur under certain conti 
ncies such as sickness, unemployment and accident There is a 
ird variety, namely, ambition to raise the economic stutus of the 
mly. A prudent man ought to provide for all of them to the extent 
at his income allows. 

Saving is of great importance for economic welfare Income 
it is saved is helpful on the ‘ra.n> da>’ even if it is hoarded. But 
ten inv ested it grows at compound interest and raises the future 
•ome and economic status at a progressive rate. Profitable 
estment of savings has now become easy through the establishment 
banks and joint stock companies Without saving a family is 
ijected to untold suffering in times of adversity, aud debt incurred 
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to tide over a difficulty leads to pauperism as surely as saving leads 
to prosperity. Yet, saving ought not to be carried to the extreme at 
the cost of essential needs of the present Miserliness is false 
economy and hinders economic progress. Wise course is to maintain 
proper balance between spending and saving. 

Charity ought also to find a place in the disposal of income. 
After both the present and the future wants have been provided for, 
fhelp to neighbours in distress ought to claim our attention. At any 
rate their barest needs for food and clothing ought to have precedence 
over our wants for luxury This m*ght appear to be going beyond 
the province of economics and stepping mio that of ethics. But 
even economically the satisfaction of the community ns a whole 
increases if income spent upon non essentials by the more well to do 
is transferred to the poor for expenditure upon essential needs. 

Social side of opending and saving. The way m which an 
individual uses his income affects not only himself and his family but 
also society as a whole We have already seen how economic well 
being is increased by wise chanty. It m ly prevent whole families 
from being ruined by starvation during sickness , it mav make them 
prosperous if assistance is extended in the education and training of 
their children. The part of income withheld from chanty may satisfy 
just sensual wants of the rich and lead only to their own degradation. 
This discussion really extends (he principle of substitution and equi 
marginal utility over a broader fwld. We are here comparing not 
only the strength of the present and the future wants of an individual 
but also the strength of his u mts with the strength of the wants of 
•other members of society. 

But expenditure on luxury and harmful consumption lias other 
more serious social evils It leads to the dmen.1011 of capital and 
labour from production of necessuies to th u of luxuries and things 
injurious to the health and mor ils o! joth the users and the producers, 
and to that extent it is bound to affect adversely the present and 
future economic well being of society. Thus cousumpt.on of liquor 
injures the health and character of the user u >d cannot but affect 
similarly those engaged in us brewing and distribution. It is a 
•matter of common knowledge that idlers, g unbiers and thieves are 
largely remuted from drunkards and persons engaged in liquor and 
drug trafhe. 
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It is a false notion to suppose that extravagance in expenditure- 
creates employment. Income spent in charity or put in banks that - 
lend it to producers and traders creates demand for goods and employ 
ment no less than income spent directly upon luxury. Diversion of 
income from indulgence m extravagance to charity or bank deposits 
substitutes employment m more wholesome occupations* Another 
wrong idea that prevails among certain people is that destruction of 
goods such as deliberate breaking of glass panes creates employment. 
It will be correct if money spent over refitting of glass panes m the 
doors and windows will otherwise be boarded But if, as is usual, it 
is used on other things or put in banks, it will provide employment. 
Destruction of property is thus pure economic waste from the point 
of view of the individual owner as well as of society. Persons 
engaged in making and refitmg glasses will otherwise be engaged in 
producing some additional wealth instead of just replacing that 
•which has been destroyed • 

Saving. We have seen how saving and its absence affect the 
economic life of a family. Saving leads to prosperity and its absence 
to poverty if not total ruin. But they are of great significance to 
society as well. A family is a unit of society, which is made up of a 
large number of such units- The aggregate of economic prosperity 
and'poverty of families makes up the prosperity and poverty of society 
as a whole. But saving by families increases prosperity in another 
manner. As savings and their investment increase, 'the capital 
equipment of the community in the shape of machinery and factory- 
buildings grows and so does its productive power. As savings shrink, 
the productive apparatus and its output fall 

Every rupee that is saved is either invested by the saver in his 
own business if he owns one or lent to some one else , or it is put on 
deposit in a bank, which lends it to its customers. In each case the 
savings result in the formation of capital goods and increase of 
consumption goods available for the use of the community unless of 
course, the loan is used by the borrower directly for consumption- 
Saving is undertaken by firms and companies also in the form of 
reserves of profits and sometimes by governments out of revenues to 
build canals or railways When spending increases and the flow of 
savings becomes weak the speed of capital formation and increase in. 
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output of goods gets slowed down. If savings cease the demand for 
-capita! goods disappears Then not only does the growth of capital 
stop but also its renewal which is constantly necessary because of 
perpetual depreciation This will mean complete disappearance of 
factories and workshops in course of tune. 

Sometimes, as during periods of war, capital is more directly 
consumed The needs of war may be met not only by postponing 
renewal of capital equipment but by its direct utilization in fighting. 
Thus motor lorries used in transporting raw materials and finished 
goods between the farm and the factory and between factory and the 
•consuming centres may be utilized for transporting soldiers and 
ammunition to the theatres of war This we may call hung upon 
capital by a nation* It pauperizes the nation just as it pauperizes 
the individual who starts consuming his capital built out of past 
-savings The present situation created by world war II in India and 
many other countries is evidence of such capital consumption It of 
course occured even though savings by indn iduals, companies and 
other bodies continued during the War, because such savinge flowed 
directly and through banks into war loans, which were utilized id 
' feeding the ‘War Machine’ instead of the country’s productive 
machinery to which such savings accrue during peace time Our 
factories and our railways have been starved of repairs and renewals 
and their reduced productive capacity is the cause of much of the 
existing scarcity of consumer goods and economic distress. 

No doubt, excessive saving at the cost of spending is injurious 
to social interest as it is to that of the individual. Such undue extent 
of saving means ruin of health, happiness and productive efficiency of 
the individual and his family In the social field it leads to under 
consumption and over prodi ction, trade depression and unemployment. 
Excessive flow of savings towards capital formation leads to a glut of 
goods m the marker for which there is no demand* Prices of con 
sumption goods poured fourth by the old and new factories fall i 
profits decline or vanish , production is curtailed and workers of all 
types are thrown out of employment 

On the whole individual and collective saving is of great 
importance to social well being and is encouraged by the state by 
-such measures as exemption of saved income and undistributed profits 
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•of companies from taxation Sometimes higher rates of interest are 
allowed on small savings deposited in Postal Savings Banks to induce 
•persons of small means to save. Government of India is just now 
trying to do this, partly to promote saving but primarily to fight 
inflation, which is causing great distress to large sections of the 
population. The real cause of the malady which has appeared in t be 
shape of inflation or unduly high prices lies in the diminution in 
•capital equipment during the war. Plenty of money and high prices 
are evidence of the relative scarcity of capital goods and of 
consumption goods which the former help to put out. 

Unfortunately the government of India is discouraging saving 
and investment by its inclinations towards socialistic ideology of 
limitation of profits and dividends and nationalization of private 
undertakings. If savings invested in factories are in danger of being 
•taken over by the state at arbitrary prices, or annual yield on them 
is limited to a small percentage without compensation for risks 
of loss, saving will either not be undertaken or hoarded m the 
iortn m which it can escape control and confiscation. As currency 
notes and bank deposits have become subject to commandeering by 
the state along with factories and farms we see these days the 
phenomena of hoarding of gold and silver on a large scale. 

Of course saving by individuals can be dispensed with if the 
state undertakes this on its own account as in Soviet Russia. But 
■then private enterprise and private saving have both to be abolished 
together We cannot combine state sa\mg with private enterprise. 
So long as the state is not able to take over both, freedom of enterprise 
is necessary for saving that is required for renewal and growth of 
capital equipment. 

Standard of living. <• 

Modes of Spending and saving are greatly related to the size of 
income and to the modes of thought and living of a people. The kinds 
and quantities of necessaries and comforts of life consumed by them 
•are determined by their incomes and habits and constitute what is 
termed their standard of living. Standard of living of a class of 
people may be defined as the amount of necessaries and comforts of 
life to which they are so accustomed as to postpone marriage and 
begetting of children until income is sufficient to procure the customary 
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needs of the family’ This means that there is a strong will to- 
maintain the standard and to resist its lowering This is true of the 
class as a whole , some individuals in each class are of course continual- 
ly moving up and down the class scale due to marked differences 
of ability, character and chances beyond their control 

The standard of living varies from clsss to class, from country- 
to country and from time to time according to variations in incomes, 
climatic conditions and habits of living. Within a class, however,. 
great stability in the standard of consumption lends to prevail 
bringing about considerable degree of uniformity not only in diet, 
dress, lodging and other common needs but also in the modes of 
working and earning of income. Tins perpetuation of the standard 
of living is good in so far as it prevents lowering down of the standard 
of comfort and productive efficiency, it is bad to the extent that in 
the words of Proof Chapman ‘it suppresses all individuality and 
retards change for the better”. Just as cuts in income are resisted 
by strikes postponement of marriage and extra or overtime work, iF 
necessary, rise in wages and standard of comfort may be resisted by 
slackening of effort or greater propensity to early marriage and in* 
crease of family. Indian factory labourers are said to absent 
themselves from work on a larger number of days when wages are 
raised. Thus mere increase in earnings need not raise the standard 
of living. The additional income may be put to so many alternative 
uses such as (a) increase of family, (b) greater leisure or idleness, 
(c) more consumption of liquor and drugs, and (d) raising of the 
standard of living. The first two uses leave the standard untouched , 
the third may easily lower it , the fourth is commonly agreed to be 
the right use. 

' The standard of living of Indian masses, both rural and urban, 
is very low inceed It is proved both by the study of actual budgets 
of consumption and the low per capita income in India, which was 
estimated by Dr V, K R V RaoatRs 65 per head per vear in 1931 32 
It went up to Rs. 114 ,n l§42 43 against an inflation of 100 per cent 
m prices and of course must be much higher today m terms of monev. 
But the difference n real income cannot be at all appreciable, eveept 
in the case of the farmers In fact, in the case of the factory workers 
real income must be lower due to the rise in prices and cost of living 
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Ibemg mudh higher than the rise in their wages* And even this small 
tper capita income gives a false idea in so far as it is an average of the 
■incomes of the poor and the rich together If the incomes of the rich 
•and middle classes are left out, the per capita income of the masses 
i will come to something much lower than Rs* 114 per year This 
[ means that the vast bulk of the Indian population lives in great misery 
' and standsan need of an appreciable rise in its standard of living* 
s 

A rise in the standard of luing from the barest subsistence to 
a reasonable level of comfort is necessary on several grounds. Firstly, 
feelings of humanity revolt at the thought of crores of half starved 
1 people living in scanty, ill ventilated and insanitary mud hovels m 
•the villages and city slums. Secondly, weak health and life of hopeless- 
: ness and drudgery make them inefficient producers and perpetuate 

* (poverty* Thirdly, all their sense of prudence and progress is deadened , 

: Ihey marry and procreate thoughtlessly and thus bring down 
' 4he already low standard of subsistence to progressnely lower depths 
: Fourthly, their inefficiency and poverty drag down society at large 

by lowering the country’s productive power and increasing vice and 
; crime, which always thrive m slums and spread outwards. Once their 
- standard of living risest they are put on the road to sure progress. 

J Hope, ambition and efficiency return and enrich their and their 
«t children’s lives. Thus the various plans drawn up by public authori- 
al ties and private agencies in India to increase production and raise the 
standard of living of the people ought to be welcomed and executed 
■with the least possible delay. 

A word of caution is, however, here necessary and that is that 
^standard of living should not be made a fetish The natural resources 
■of India and of the world as a whole are after all limited, and not- 
; withstanding the great progress in sciences and arts that lias and is 
{taking place it will not be possible for wealth production to outstrip-, 

* the growth of wants of an ever expanding population | 
^Individuals apart, some limit to ihe^standard of comfort of the people ^ 

, as a whole is inevitable and ought to be accepted. Constantly increas- 
ing national and group ambitions to raise standards already high as in 
America and even Germany before the World War II lead to inter- 
national conflicts and perpetual class struggles inside national 

boundaries, A smaller or larger number of individuals and families 
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can attain really high incomes and standards of consumption accord- 
ing to their ability and character and the natural resources available- 
m a country. Marxist philosophy and programmes can bring 
down these few exceptionally high incomes but cannot bring 
up the standards of the masses to these heights 
Study of Family Budgets and Engel’s Law 

Collection and analysis of actual consumption budgets or in* 
comes and expenditures of families have been undertaken m different 
countries from time to time with a view to discover the actual facts 
and, if possible, to formulate laws or general tendencies Such know* 
ledge can then be utilized in lmpronng or reforming consumption and 
economic life of the people. Interest in such studies has also been 
stimulated by the rising criticism agamst deductive or abstract 
method employed by the classical economists in the formulation of 
economic theory and by the emphasis now placed on inductive or 
statistical studies of the facts of practical economic life. 


Dr. Ernst Engel, a German statistician, pioneered m this field' 
and published in 1857 a table summarising the expenditures of a 
large number of German families Since then several studies ha\e" 
been conducted m India. The following table gives Engel's statistics 
along with similar figures compiled m India i — 


STATISTICS OF CONSUMPTION 


Items of 
Expenditure 


It 


Percentage of expenditure of 


^1. Food or subsistence 
er J2. Clothiug 
S3 Lodging (Rent) 

►2-4. Heat and Light 

s5 Education & Worship! 
£6. Legal protection 
1 7* Care of health 
< - 1 8. Comfort & recreation 
Total . 
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Engel's Law, On the basis of the German figures given in this 
table Dr. Engel deduced the following conclusions which have been 
gi\en the name of Engel's Law . — 

fl) The greater the income, the smaller the relative percentage- 
of outlay for subsistence. 

(2) The percentage of outlay for clothing is approximately the 
same, whatever the income. 

(3) The percentage of outlay for lodging or rent, and for fuel 
and light, is invariably the same, whatever the income. 

(4) As the income increases in amount the percentage of outlay 
for sundries becomes greater. 

We may add a fifth proposition (5) Low incomes leave no 
margin for saving , as the income increases the percentage of income 
that can be saved becomes larger. 

The figures for Indian families contained in the table indicate 
certain peculiarities such as (a) the percentages of income spent upon 
clothing and lodging are lower than in Germany. This may be due 
to less rigorous climate of India , (b) the percentages of expenditure on 
different items vary not only according to income but also according 
to Provinces and' perhaps castes due to differences of climate and 
dietary, clothing and types of lodgings. Thus the percentage spent 
on clothing in the Punjab, which experiences extreme cold in the= 
winter, is higher than in' Bombay and Bengal which enjoy more 
equable climate , (c) the percentage speDt upon comforts in India is 
relatively higher because perhaps the climate does not necessitate,, 
and Indians are not accustomed to, as high expenditure on necessaries 
as in Europe. In other respects the Indian and German budgets of 
consumption are more or less similar In both cases the bulk of the 
income is exhausted on necessaries in the lower income groups* 
leaving a small percentage for expenditure on comforts and nothing 
for saving 
„ t 

; The United Provinces Government has recently appointed Investi* 
gators to collect detailed figures of incomes and expenditures of 
' different sections of the people such as farmers, factory labourers and 
„4 educated middle .classes Such inquiries in the U P and other 

'll 1 * 

,*» Prounces, if conducted on proper and comprehensu e lines over a 
number of years, may throw light on such things as 

y 

f 

? 

! 


i 
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(1) Variations in the standards of living of different economic 
classes prevailing in different districts or regions and provinces and 
changes for the better or worse occurring in them over time. 

(2) Relations between different types of diets such ns rice and 
-wheat and health and efficiency. 

(3) Connections between incomes and modes of expenditure on 
the one band and prosperity (saving), poverty (indebtedness) and 
crime, on the other 

(4) Effect of climate on health and efficiency* 

(5; Changes in cost of living and wage — itt other words the 
effect of inflation and deflation of currency on (he standards of living 
of different classes. 

This knowledge may then he u<=ed to adjust wages to changes 
m cost of living and to improv e the standards of hv ing of the Indian 
masses There is not the least doubt about the general standard of 
living in India being lower than in most of the v estern countries* 
Leaving comforts, alone diet, housing and clothing of the bulk of the 
farming and labouring population of the country need much improve 
ment. 

Relation between wants and efforts 

Want is said to be the root of all activity in the economic a; 
in other spheres of life, and the character of economic v ants explain: 
the character of economic activitv Want for food is stronger that 
that for cloth and we find food produced before cloth. Each wan! 
is satiable and we get diminishing utility from additional units ol 
a commodity , this explains variety in production Some want: 
are satisfied by more than one thing used together and more that 
one thing is produced together to meet the want Wants for food 
cloth and most other things recur and production of all such thing: 
goes on continuously Wants as a whole are limitless and we hat: 
limitless economic activity devoted to their satisfaction* As mat 
grows in civilization his desire for variety for its own sake tncrease: 
and so does his desire for distinction His capacity for food is linutet 
but not his want for cloth, shelter and comforts of life The resul 
is limited production of food so far as quantity is concerned bu 
ever increasing and varied output of dress, hotises, furniture am 
other things. 
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consumption hinder planned economy thi*' free choice of the 
consumer will be la r pely restricted even though harmony bcv ren 
production and consumption may become more direct nml imin&'iVe 
in eo far ns under free economy the Ati'tntlian farmer tal es r o"re 
time in adjusting bis production in response to charges m consumer's 
preferences. To the extent that the prodticeri particu’arly of 
manufactured goods, exercises influence over the comurrer’s domes 
through innumerable method'' of adverti'Tornt and p ibhcity be 
reduces the consumer's *o* ertipnty even under free etonomv, bat 
the final decision doss remain with fun If tie is induced ro 
putchasc v rong things at wrong prices fns s’upu'ity is to bham' - ? 
bis free choice is stiff there 

Progress In consumption. 

Progress in the field of p'oducitou con*!*'*, a- v t base seen, in 1 
the perfection of machinery and method* of production and duunbu 
tion of goods and reduction \n the cod'- of product on to the minimum* , 
Of course real progress means reduction in rea! cost - an 1 not merely 
an money costs, so tint ttie strain o i the body and mi"d of the 
producers may be le r ~cn»d. Procters m cor<‘jr)p*ton comprises ’ — 
(l) The needed rise w t! e r tandrri of con r un p'ton o f the peop'e 
an general so that they will be fre^d from pov erty , nil* ery and the moral 
■flegralation (2) Improvement tn t/ie i as! e% of the comsnn ers *& 
that theyv ill choose for corsump’ion things that promote 1 ealtn and 
happiness and shun all tmnrs which bring only momentary sensual 
pleasures or rum their health and character and degrade the producers 
(3) Development of proper judrmei l among the consumers as 
regards quality, quantity and price of the poods they purcltn'e so tl at 
they may not be duped by the craftiness of the pro lucem into, 
purchasing bad quality and pay unduly high prices (4' Exercise 
of proper foresight and prudence among the consumers, so that they 
\ ill undertake enough saving to meet both foreseen nnd unforeseen 
a/ants of the future and to raise their economic statue. This is nbo 
necessary for formation of social capital nnd increase in productive, 
capacity. (5) Broadening of sympat! tes, so that the urgent needs 

■of the infirm and the poor wi'l take precedence at least over their 

own wants for luxuries. This, as v.c have seen, increases economic 
welfare of society as a whole. (6) Harmony bcluecn consumption 
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EXCHANGE AND ITS MECHANISM. 

Exchange as a division of Economics deals with the study of 
<(l) the mechanism or machinery through which wealth moves between 
producers and consumers on the one hand and (2) the theory of value 
or forces that determine the prices of goods and services. This chapter' 
•will deal, as its title indicates, with tbe mechanism of exchange, 
leaving the theory of price determination for treatment in a number 
of chapters that follow. 

What is Exchange Exchange as one of the several economic 
processes includes a number of activities connected with the move- 
■meut of goods from the producers to the consumers both through 
space and time • The person who pnrehases oil se--ds in Agra and 
sells them in Calcutta is as much engaged in exchange as the person, 
who buys oilseeds in May and sells them in the following December. 
Among innumerable varieties of exchange activities we may note the 
following important types i — 

(l) Purchasing of the goods from one big producer such as a 
■cotton mill or collection from a number of small farmers , (2) Sorting 
of the goods into classes or grades where necessary such as that of 
potatoes according to size into big, medium and small , (3) Stocking 
•or storing of the goods from the time they are read} over the whole 
period of their consumption, particularly neces^ar> in the case of 
■agricultural produce harvested seasonally , (4) Tt unsporting from the 
place of production to that of consumption , (5) Selling through the 
■wholesale and retail dealers or directly to the consumers and 
*(6' Financing or providing the capital required to be invested in these 
processes, for money has to be found between the time goods are pro- 
duced or purchased from the producer and price recov (.red from the con- 
sumer It may be noted that all these processes form part of production, 
<he> all create place or time and sometimes even form utility in the 
igoods handled in so far as the value of these goods goes on rising 
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at every move into time and space as otherwise they will yield no 
profit and will not be undertaken. Each person engaged ,n these 
activities is therefore a producer m a very real sense. Exchanges iff 
thus necessarily a part of the productive process 

Evolution of Exchange Goods can be and were generally 
exchanged directly for goods in earlier economic stages. This is 
being done even now to some extent between nations and individuals 
and families within a nation. We call such exchange barter. But 
exchange by barter presents many difficulties, (l) Lack of coinci- 
dence of wants of the exchangers. It is, for example, not at all easy 
for the person having more grain than he requires and wanting in* 
exchange a horse to meet immediately or in the neighbourhood another 
person who wants gram and has a spare horse to give in exchange- 
This difficulty was to some extent solved by the institution of markets/ 
and fairs where people with all kinds of surplus goods congregated! 
from time to time , yet it remained if only because it meant much 
waiting. (2) Absence of a common measure of value. Even if two- 
persons, whose surpluses and requirements coincided, it became 
difficult to compare relative values of grain and horse. Such a com 
mon measure is now provided by money (3) Difficulty of dividing 
things like horses. Supposing after much of higgling and bargaining 
it was agreed that a horse was equal to ten maunds of ^grain* Then 
if the horse owner required and the seller of grain had five maunds- 
to sell, the horse could not be cut into two to effect the exchange. 
These difficulties have now been overcome through the use of money 
as a medium of exchange which is universally acceptable and is 
divisible into smallest units. Thus barter or direct exchange has now 
been largely replaced by indirect exchange or ‘exchange by sale and 
purchase. Very often this latter is termed simply exchange an 
direct exchange is called barteu 

Exchange, the c 1 vision of labour and large scale production 
are closely connected , they grow together and are joined by means of 
communication and transport in the simultaneous onward march of 
the four. Ease of exchange makes specialization and large output 
possible, while specialization in production by individuals, group- 
or localities necessitates and helps the development of exchange 
Posts, telegraphs, railways and steamships on their part facilitate 
exchange and promote the division of labour, which m their turr 
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make the opening and development of railways and steamships 
profitable enough to be undertaken* The same may be said about other 
factors of exchange such as banking and insurance, which promote, 
.and are promoted by, exchange of goods Thus we see that the pro- 
gress of exchange and its mechanism is interdependent. With the 
improvement imthe means of transport and facilities of exchange 
specialization has grown even in agriculture, e. g., cotton growing in 
the Deccan and sugarcane in the U, P. 

Advantages of exchange ( 1) Exchange increases the produc- 
tive capacity of all the parties engaged in it. — whether they are 
individuals, groups or nations — by enabling them to specialize in the 
production of goods and services in which their effort is most effective. 
Thus exchange helps to secure the varied advantages and economies 
of the division of labour and large scale production, and puts at the 
disposal of each party the benefits of the skill and resources — natural 
or acquired— and larger output of goods of itself as well as of other 
parties. The weaver of cloth gets more grain and the farmer more 
cloth per day of labour put in in their respectne occupations. (2) The 
utility of the goods exchanged increases, each party getting more 
satisfaction from the goods obtained than it would from the goods 
parted with Due to the operation' of the law of diminishing utility, 
the surplus units of goods produced or possessed by a person have 
less utility than the goods of the others of which he has none or less. 
Utility of a horse to the breeder is less than that of 10 maunds of 
grain which he obtains in exchange. Similarly 10 maunds of gram to 
the farmer have less utility than a horse. (3) Exchange promotes 
variety in consumption and increases the satisfaction derived from a 
given amount of income in money or kind resulting from a given 
amount of productive effort Because of the law of diminishing 
utility more units of any one commodity bring less satisfaction than 
some units of other commodities obtained thiough exchange. These 
substantial advantages of exchange benefit all parMes and accrue 
equally, if not m a larger measure, from exchange of goods among 
countries possessing varied natural resources and human talent* 

Mechanism of Exchange, Exchange has been likened to a 
bridge over which goods pass from the producer to the consumer. But 
it is neither so straight nor so short as the longest bridge connecting 



the two banks of a river. Modern exchange mechanism contains more 
parts and in\ol\es more processes than those of the biggest factory 
we can conceive of We ha\ e already seen the important processes 
invoked m exchange!=uch as purchasing, storing, financing and others. 
Each of these requires a host of workers and apparatuses of different 
kinds, some of which here may be noted. (1) Middlemen Each, 
■one of the processes may he carried through by a number of wholesale 
and retail dealers. Thus oilseeds are collected by village traders and 
brought to the Mandi, from where they are purchased through Arhtias 
by (a) Stockists who self to the oil mills which sell oil through 
wholesale and retail dealers to the actual consumers (b! Exporters 
like Rallt Bros, who send it to ports for shipment to foreign countries 
Manufactured goods in their turn reach the consumer through a chain 
of wholesale and retail dealers and (c) Speculators who usually 
purchase and sell huge quantities of most seasonal agricultural pro 
ducts and minerals without touching a single ounce of any of the 
commodities they deal in and yet greatly influence their prices as we 
shall see in chapter XVII dealing with speculation (2) Weighing 
machinery A large number of weights and measures have to be- 
used at each step along the journey of the raw materials to the 
manufacturer and back to the consumer. Not only does an army or 
Tolas (weighers) but a number of different kinds of weighing apparatus 
assist in this — from the simple village balance to the spring balances 
commonly seen od the Railway stations and huge weigh bridges, 
which register weights of the whole cartloads (3) Grading and 
canning of goods are developing fast and both public and private 
agencies are engaged in classifying goods like ghee so as to fachtate 
exchange. Perishable goods are canned or moved in cold storage 
vans to prevent deterioration in transit. (4) 3 leans o) Communication 
and Transport Apart from the bullock cart, the motor lorry, the 
Railway goods waggon and the cargo steamer the importance of 
whose services in the exchange of goods is so universally realized, 
the post office, the telephone and cable and the radio play no less 
an important part. Goods move after the prices have been settled 
and orders communicated through one or more of the means avail* 
able for receipt and despatch of commercial messages. (5) Money, 
Credit and Banking We have noted how the use of money facilitates 
exchange. But if money m the shape of coins and notes alone were 
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•whose buyers and sellers, though spread over many countries, are 
constantly in touch through telegraphic and radio messages and are 
continually buying in places where prices are low and selling where 
they are higher. 

Equality of price. Prices are thus equalized through the movement 
mf goods from low price to high price regions just as temperature is 
equalized through movement of air from low temperature (therefore 
high pressure) areas to high temperature (therefore low pressure) 
•areas. Of course at different points within a market price of the 
commodity may differ to the extent of the cost of transport including 
insurance, brokerage and bank commission and of course export and 
import or octroi duties, if any, payable by the purchaser. Thus if 
cost of transporting a maund of wheat between Cawnpore and Agra 
is Re 1, the price at the two places cannot differ by more than 
a rupee per maund* So long- as the difference is wider it will 
-remain profitable to purchase at one place and sell at another , and 
this will m due course equalize price* It is of course essential that 
difference in prices ruling at consuming and producing centres should 
-remain higher than cost of transport to allow constant movement 
from the latter to the former centres. But the difference is narrowed 
by competition to the minimum necessary to induce traders lo 
undertake continuous movement Thus price of wheat in Bombay 
should always be higher than, say, in the Punjab. 

Space and Time Markets, Just as the market for a commodity 
may extend over a smaller or wider area it may also extend over a 
shorter or longer period Price at different places or localities within 
the area of the market is equalized through movement of goods 
from low to higher price points in space , price at different points m 
time may be equalized by purchasing at a time when price is lower 
and selling when it is higher Thus most traders purchase wheat 
(or other commodities) immediately alter harvest, store it and sell it 
ihroughout the season until 'he next harvest is ready. And this, 
as we shall see in the chapter on speculation, is more extensively done 
by the speculators who undertake such transactions called time deal’ 
mgs or futures at the smallest margins and thereby narrow down 
-to the minimum the difference m prices of whe at fuling at different 
-times of the year. Of course, the difjerence in price ruling 
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fishermen will work shorter hours but not leivc the occupation 
•altogether, so that supply will be reduced to some exeat. The price 
vail thus conform to cost more closely (but not fully of course) 
during the short p"riod than during any one da}, and such a price 
may be termed short period or sub normal price, and the market 
extending over such a period is short period market (3) Loup period 
market and normal prtcc» ‘Long period* is taken to mean that 
period of time during v Inch supply can be fully adjusted to the 
chances in demand for a commodity and the price therefore conforms 
fully to the normal cost or normal supply price* This full adjustment 
in supply is brought about by increase and diminution not only in 
the output but also m the capital and labour engaged in producing or 
in what are catled the agents or factors of production. Taking again 
the example of fishing industry, nets and fishing boats can be in 
creased and sufficient number of persons trained to use them properly 
during the ‘long period* if the short period or sub normal price happens 
to be higher than normal cost or price during that period. If, on the 
other hand, such sub normal price is lower than tne normal cost, some 
nets, boats and fishermen will move to other occupations, and daily 
catch or supply will thus be reduced sufficiently to bring up the price to 
the level of normal cost. Tne price in the long period market 
thus conforms fully to the normal cost and is called the normal pricc< 
(4) Secular market and pncci Then during a still longer period, say, 
a generation, changes tn demand such as those caused by variations 
m output* of gold, growth of population and alterations in its tastes, 
and changes tit costs and supplies caused by progress in science, 
invention of machinery and improvement in the methods of production 
and transport or by exhaustion of mineral deposits, have enough time 
to get fully adjusted to each other and the normal cost and norma! 
price themselves move downwards or upwards according as costs fall 
or rise. Market extending over such a period is the secular market 
and price tendiug to prevail in it is the secular pttcc. 

It may be noted that there cannot be any sharp line of division 
between these four different periods and their corresponding prices , 
there is constant continuity, one merging into the other Again the 
lengths of these periods cannot be fixed absolutely m days, weeks or 
years for all industries What is long period for fishing industry 
may be just the very short period' for cotton manufacturing industry. 
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The lengths of these periods thus differ from industry to industry 
according to the time taken in increasing and reducing output and 
ithe appliances of production themselves. The larger and the more 
•complicated the nature of specialized machinery and skill needed in 
an industry the longer is the period required to bring about full 
adjustment and vice versa. For example, the supp'ips of sweetmeats 
dike laddus and jalebis and of the apparatus of their production such as 
pans and spoons can be increased and reduced easily within perhaps 
a few days or at the most a few weeks. An understanding of these 
•different periods and prices is necessary for the proper grasp of the 
theory of value developed in the chapters that immediately follow. 

Factors governing the extent of the markets for different 
•commodities The extent of the market for a commodity is governed 
by the following factors both as regards space and time (l) The nature 
of demand . Commodities which are universally demanded have a 
wide market such as gold, wheat etc , while those like Turkish caps 
.•or dhoties have a market limited to the area where their demand 
exists. These two things are used mostly in India and their market 
is limited to this country even though they are produced in other 
countries and sent to India. Similar is the case with ghee, though 
it is also consumed in some of the adjacent countries to which 
Indians have migrated. Its production is, however, confined to India 
from where a little is exported to those countries The extent of the 
■time market for commodities demanded for a short period as during 
coronations and deaths of kings is naturally short. So also is the case 
with those having seasonal demand such as woollen cloth. 

(2) The nature of supply. Commodities produced jon large quan- 
tities under increasing returns or diminishing, costs, such as most 
manufactures, have a wide market, as it is more economical to pro- 
duce them at one place and distribute them over a large area than to 
produce and sell locally in small quantities. Such is also the case 
with commodities which have wide demand but can be produced in 
a few places only due to natural causes such as occurence of suitable 
■soil and climate and mineral deposits being confined to those places. 

( 3 ) Durability. Other things being equal, the more durable 
a commodity, the wider the market it will have Jooth as regards 
space and time. On the other hand, perishable commodidies like 
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fish have a local market* Dried fish being more durable has a. 
■wider market* For the same reason ghee has a wider market 
than milk* Perishable commodities cannot stand the time taken 
by transport over long distance. Freezing and cold storage are now- 
tending to extend markets for such commodities* 

(4) Portability or Value in relation to bulk and weight * Things- 
having high value in small bulk, like gold, have a wider market, while 
in the case of heavy goods having small value such as bricks, the 
market is limited. This is because the cost of transport m their case 
is so high as to make their price prohibitive beyond a certain distance 
or at any rate it becomes higher than the cost of producing them 
locally. 

15) Cogmsabiltty or Ease with which a commodity can be 
purchased and sold from a distance bV me ie description Thus 
goods of uniform quality like gold or those possessmg well'defined 
grades such as cotton, wheat, butter, wool, have a wider market than 
goods like ghee whose inspection before purchase is necessary. Grad-' 
ing of ghee by government Inspectors with ‘Agmark’ seal is expected 
to extend the market for ghee over a wider area. 

Several factors have recently extended the markets for commodities 
m general The quick and cheep means of communication and 
transport have reduced the costs of transport and made possible the 
transport of perishable goods over long distances. They hate really 
enhanced durability and portability of goods by quickening speed and 
reducing cost of transport. Similar has been the effect of freezing, 
canning and cold storage of perishable goods Thus salted meat and 
butter have now a much wider market than they bad before these 
processes were introduced Banking and insurance facilities have 
also extended the markets in general, as they have facilitated payments 
and reduced costs and risks of long transport respectively. Progress 
in means of communication and transport and extension of advertise- 
ment have tended to standardize tastes throughout the whole world 
and uniformity of machine made goods has in its turn fed and streng 
thened these tastes Thus tinned foods, cosmetics, medicinal drugs, 
safety razors and innumerable manufactured goods of other types 
have a world market* Adoption of the gold standard or its variant, 
he gold Exchange , standard, almost throughout the industrially 
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advanced countries during the last quarter of the 19th century 
extended very largely international trade by stabilizing the exchange 
rates and reducing the risks and therefore costs of imports* Free 
trade policy adopted by Great Britain and adhered to even now by 
most countries in regard to food grains and raw materials has 
extended the markets for raw produce throughoqt the world* 

However certain factors tend to restrict or limit the width of 
the markets for commodities they affect. Most obvious are direct 
restrictions such as prohibition of imports, fixing of quotas or quanti- 
ties of certnn commodities that can be imported from other countries 
Similar effect is produced by exchange restrictions such as now 
operate m India and other countries in regard to very restricted 
availability of dollars for payment of goods imported from America 
and other dollar area countries Markets are also restricted by imposi- 
tion of new customs duties, enhancement of the rates of old duties, 
and increase in the costs of transport and insurance such as always 
occurs during war time- National or internal markets are themselves 
narrowed by restrictions on movement of commodities from one 
district or region to another. Such restrictions on food grains, cloth, 
gar and many other goods have beeD common m India since the last 
war started m 1939 , many are still continuing. Transport 
bottle-necks or scarcity of railway waggons available for moving 
commodities from places of plenty and low prices to those of scarcity 
and high prices have worked in a similar direction It *s these factors 
which explain wide differences in prices of the same commodities 
prevailing in different parts of the country. 

Perfect and Imperfect Markets. Equality of price of a commodity 
being an essential criterion of a market, such price equality and what- 
ever brings about such equality most easily and quickly are necessary 
characteristics of a pcrjcct market. Existence and free exercise Of 
competition among buyers and among sellers are therefore essential. 
To the extent that competition is impeded and price differences persist 
market is imperfect • Perfect and imperfect markets are thus directly 
the results of perfect and imperfect competition 

A. perfect market for any commodity connotes several things. 
There must be many buyers and many sellers competing with one 
another for purchases and sales of the same commodity. Secondly* 
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tbe competing buyers and sellers mutt be fully aware of tKe market 
conditions and freely buying and selling without any restrictions from 
outside agencies or hesitation from within Thirdly, as a resuit of the- 
above conditions^ the same price must rule for the same commodity 
at the same time throughout the market 

Thus a perfect market is necessarily one m which all the buyers 
and sellers are in free intercourse, either personally as In a local 
market or by means of telegraphs and telephones, which facilitate quick 
communication of prices and orders and by means of cheap and quick 
means of transport which assist deliveries of goods sold and purchas- 
ed Further the commodity dealt with must possess extensive de- 
mand and supply, be of uniform quality or grade so as to be capable 
of being purchased by description only, must be durable and portable, 
that is, the cost of transport must not be prohibitive The best 
examples of perfect markets are the various exchanges such as the 
stock and cotton exchanges of Bombay, where buyers and sellers are 
in the closest communication with one another and costs of transport 
are almost nil All shares of a company of the same class and all the 

bales of cotton of any of the common grades are of course exactly alike* 

1 

An imperfect market is one in which price differs because competi- 
tion is imperfect , which has been defined as ‘‘competition between 
sellers under such conditions that the individual seller is able by bis- 
own actions to exert some influence upon the market price.’'i Such- 
influence of a single seller may arise under three conditions • — 

Cl) A retail market is more imperfect than a wholesale one because 
the average consumer is less careful than a wholesale or Tetail dealer 
about paying the correct price for the quality he is buying Individual 
purchasers usually buy from the nearest or customary shop , few of 
them undertake inquiries every time they buy their requirements - - 
The market for second-hand books is imperfect for tms reason 
and two or more purchasers of the same book may pay entirely 
different prices to different or even the same dealer 2 . 

i2) Growth of trade marks and special brands, particularly of 
manufactured articles, easily allow different prices to be charged f° r 


1 Economics Fairchild, Furniss and Buck J> 151 

2 See Benham Economics [Second Edition] p 26 
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more or less similar articles produced by different firms* Advertise- 
ment influences the minds of the consumers* who become willing to 
pay highejr price for particular brands they become familtar with* 
In a sense such articles partake of the nature of monopolized commo 
dities as we shall see lateri* 

(3) Restriction of competition to a few big sellers* Out of the 
millions of farmers who produce cotton no one can raise the price of 
lrs cotton by reducing his output* But one of the four or five producers 
of cement can raise to some extent) even though small, the price of 
their own make by reducing output Thus the more imperfect the 
maiket the greater is the power of the individual seller to charge 
higher price for the part of the total output supplied by him m the 
market as a whole* Where there is a single seller or monopoly 
competition is entirely absent and the power to raise price is greatly 
increased. 

Value and Price No exchange transaction is possible until 
relative values of the goods exchanged are evoloved and agreed upon 
between the parties concerned. The process through, and the space 
and time limits within, which the values of commodities get fixed up 
constitutes the market mechanism which has already been described 
The actual point at which the value of a commodity settles is deter- 
mined by the relative strengths of their respective forces of demand 
and supply and constitutes the subject matter of the remaining 
chapters of Part IV of the present volume* As values of cdmmo* 
dities are nowadays almost universally determined and expressed 
in terms of money which we call prtce it is necessary here to have 
us definite an idea as possible of the relation between value and price* 

Vhe term Vahie is used in the sense of utility when we say air is 
of great value to human life When used in this sense by economists 
it is generally indicated by the expression value tit use Ordinarily 
value stands for value in exchange t which means value of one 
commodity in terms of other commodities It shows the relationship 
between the values of two or more commodities. For example, if 
one maund of rice exchanges for two maunds of wheat the value of 
rice is double that of wheat and of wheat half that of rice. The 
same relationship is indicated by the prices of such commodities. 


1 ChfipteTbn monopoly 
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For example, if the price of wheat is Rs 25 per maiind and that of 
trice Rs 50 per maund, the relationship between values of wheat and 
rice is the same as before* Thus value and price are indentical* Use 
of money and expression of values of all commodities m terms of 
prices at once establishes a precise relationship between their values 
and facilitates exchange. 

Prices of things thus indicate their values, and the difference 
between prices of two things measures the difference between tbeir 
values* Yet the difference in prices does not necessarily indicate 
•difference in utility, usefulness or value in»use Ghee is decidedly 
■more useful than opium to human life yet the price of opium may 
(be fifty times higher* Another important point to be noted is that a 
Tise or fall in tne price of a commodit> does not necessarily mean a 
use or fall in its value as compared to another commodity unless the 
price of that other commodity does not change or changes in the 
reverse direction. For example, if the price of rice rises to Rs 100 
■from Rs* 50 and of wheat to Rs 50 from Rs 25 per maund their rela- 
tive values ate still the same When there is inflation, as it is rn India 
•and so many other countries just now, prices of commodities m general 
mse but not their values Again, a general fall in prices consequent 
•on deflation does not mean fall in values 

Value or price is of great significance in a free or competitive 
•economy The price of a -commodity regulates and harmonises 
■consumption, production, exchange and distribution of wealth, which 
•means m effect all kinds of economic activities Thus high price of 
a commodity reduces consumption and stimulates production and 
corrects its own cause, namely, excess of consumption over production* 
A low price stimulates consumption and reduces production and 
brings about balance disturbed by relatively large output and low 
consumption ..Further, higher price of a commodity in one locality than 
in another explains all the varied kinds of exchange activities, connec* 
ted with the movements of such a commodity , and it influences 
distribution by raising the incomes of ‘be people engaged in its 
production, increases their cousumptton and leads to the mobility of 
labour and capital to it from other localities or trades* 

The important problem that now arises is how value is determined 
and demands answers to such questions as why is the price of ghee 
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According to it the larger is the amount of a com modify supplied 
»or offered m the market the lower is its demand price and \ice \ ersa. 
<3iven the supply, there is some one price at which the whole of it 
•can be disposed of Such a prtce has been termed by Prof. Taussig 
as marginal vendibility r which increases with a reduction in supply 
-and decreases with an increase m supply. Theoretically and even 
in practice the price obtained per apple in a local market on any day 
-will be larger if 1000 apples are offered for sale than if 1100 apples 
^re so offered Marginal vendibility, it may be noted, refers to the 
whole market while the term marginal utility refers to an individual 
•consumer Both are of course directly connected , the former rises 
or falls because the latter rises and falls. Wherever supply is 
fixed as in the case of fresh vegetables or fish already brought to a 
imarket, marginal vendibility or demand price governs the market 
price, no influence being exerted by supply save that of the fixed 
quantity it represents. 

The important point to be noted here is that demand price 
■governed as it is by marginal utility determines the price ruling in 
the market , demand itself, denoting qmntity that will be or is 
actually bought, is determined by the market price The higher is 
"the mark; t price the lower is the demand and vice versa* Thus we 
•may say demand price (or sometimes marginal utility which governs 
ut) determines the price of a commodity and its price determines th6 
demand for it • Such explaination of value or price in terms of 
utility has been called the utility theory of value. It was developed 
^b> W S Jevons in England and certain Austrian Economists, who 
denied the influence of cost of production on price as an active force 
The theory shows how utility or demand governs price But we 
also see that utility determines price on the basis of scarcity or 
supply taken to be granted Had the supply been morfe plentiful 
price would have been lower , had it been smaller price would have 
been highe- 

1 

’Cost of Prediction Theory of Value 

V* e m a y how see the relation between scarcity and supply and 
their influence on value. Certain things like land surface are scarce by 

i JTof-Brij Narain calls this ‘social marginal uttlftv’ See bife 
i nncip'cs p 4 “ 
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the utility of the money obtained as price. This can, however, apply 
only in the case of sellers of small quantities, part of which they can 
use. Even the prices of raw materials and machines, interest on 
capital and wages of labour are explained by the utility theory The 
marginal utility of the goods the} produce determines their prices 
though some what indirectl}. A rise in the price of cotton cloth raises 
the prices of cotton and coal, wages of labourers and the price of 
spindles and looms and interest on capital invested in them* ^According 
to the advocates of the utihtv theory, it is marginal utility , as reflected 
m price, which regulates production and determines cost of production. 
In initiating, increasing or reducing production of a commodity the 
producers base their decisions on estimates of price (governed as it is 
by marginal utility) they will be able to obtain* Production is pushed 
to the point where price equals margtnal cost If price is higher produc* 
tion is increased until marginal cost just equals price, if price is lower 
than cost production i^ curtailed until marginal cost equals price 
as determined by marginal utility. 

The superiority of the utility over the cost of production 
theory is due to the fact that the latter ignores the demand side while 
the former takes account of both demand and supply including changes 
in supply caused by changes in costs of production. The cost theory 
confines itself to the side of supply and does not take account of utility 
of the goods and changes in it. The generally accepted modern theory 
of value is the equilibrium of den&tid and supply theory , which com* 
bines both the theories and arrives at a more accurate and universally 
applicable principle of value determination. It is interesting to note 
that some economists hold that the utility theory is only another way 
of stating the demand and supply theory of value According to Prof. 
Taussig The same proposition, (that giv en the supply the value of 
a commodity is determined by its marginal vendibility) regarding the 
mode in which the value of an article at any given time is determined, 
was stated by the old writers m a somewhat different way. They 
said that market value was settled by the equation of demand and 
supply x" Prof, Clay goes further and says “the Margtnal Utility 
theory is only a more exact statement of the principle that value 
depends on suppply and demand " 1 2 

1 Taussig, Principles Yol I p 141 

2 Clay Economics p, 292 
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that of supply the shorter is the period allowed to supply to change. 

As the length of time increases the influence of supply grows stronger 
and stronger until it predominates over a period sufficient to' alloV 
supply to be adjusted fully to the changes m demand and prfce The 
statement of the theory of value which follows assumes two sided) 
competition, but is applicable to other conditions with- necessary ' 
modifications. 

I 

The Law of Demand and Supply 

The theory, which explains the determination of value of 
commodities in the best possible manner yet known to students of 
Economics and which is therefore generally accepted, is the law of 
demand and supply, according to wh’ch value or puce of a com 
modify at any time is settled by the equation of demand and supply 
In other words, the price gets fixed at a point at which the demand 
and supply of the commodity concerned are equal in quantity. The c e- 
few words contain the essence of the theory but many words are- 
needed to explain its full significance. *; v 

Price of course is easily seen to mean the amount of money per 
unit of a commodity at which purchases and sales take place at a 
time. Demand means the quantity that will be bought at a price 
It varies, as we have seen, with price, increasing with a fall m price 
and diminishing with a rise in price due to changes m marginal utility. 
This behaviour of demand to change with price we call the law of 
demand. Supply means the quantity that will be supplied or offered 
for sale at a certain price It should be distinguished from stock j which 
denotes the whole quantity of a commodity existing at a time m the 
market Supply is only that part of the stock which is being definitely 
offered for sale at a certain price Supply in this correct sense also 
varies with price m a competitive market but m a direction reverse 
to that of demand, diminishing with a fall in price and increasing with 
a rise in price. The higher price induces the sellers to sell more , in 
fact even those holding surplus stocks for future consumption are 
sometimes tempted to sell. A fall in price invariably tends to reduce 
the quantity offered for sale This tendency of supply to vary with 
price is called the law of supply. Thus we see that a change in price 
affects both supply and demand. 
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Demand, supply and price of a commodity are then interdepen- 
dent,, each affecting the others. They govern each other mutually- 
.Demand and supply influence price ; price influences demand' and 
supply. The interaction of the two opposing laws of demand- and 
supply at different prices at a given time determines a position oF 
equilibrium or rest m which demand and supply at a certain ptic& 
are equal and there is no cause left for either of the three to move from 
their positions. Of course such equilibrium may be temporary ex- 
tending over a few days, hours or just minutes , or it may be more 
permanent and endure for months, years or more. Price is stable 
so long as equilibrium lasts. It changes as soon as equilibrium 1 ie 
disturbed through a change in supply or demand.' How these forces 
work and how price is settled and demand and supply equated may- 
be illustrated by the following demand and supply schedules ami 
curves — 


Demand and Supply Schedules for, say, Apples 


Price in Rupees 
per seer 

1 

2 

3 

4 

5 


in a local market. 

Quantity demanded 
m seers 

(Demand Schedule) 

5000 

4000 

3000 

2000 

500 


Quantity supplied! 
in seers 

(Supply Schedule}) 

600 

1000 

3000 

4000 

5000 


In this table we see how demand decreases and supply increases 
as price of apples rises from Re. 1 to Rs. 5 per seer. Or if we start 
from the bottom upwards we find that demand increases and supply 
decreases as price falls from Rs. 5 to Re 1 per seer The demand 
and supply schedules combined m the same table i ery clearly illus- 
trate the law of demand and the law of supply respectively. We also- 
see that at the price of Rs. 3 per seer the quantity demanded and the 
quantity supplied are equal, viz. 3000 seers. It is this price that 
will prevail in the market , at any price lower than Rs. 3 demand will 
be greater than supply which means that the demaud of some pur- 
chasers will remain unsatisfied and the price v ill therefore tend to 
move towards and settle at Rs. 3 , at any price higher than Rs. 3 
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- demand will be less than supply, so that some sellers willing to sell 
at Rs 3 will not be able to sell and the price will therefore tend to 
fall and continue to do so until it becomes Rs. 3 when it will become 
stable* Thus we see that the positions of the price at Rs. 3 and of 
-demand and supply at 3000 seers each represent equilibrium of the 
three economic factors or forces* So long as the conditions supposed 
m the schedules pr evail this equilibrium will continue, that is, the 
price will stay at Rs 3 and demand and supply will remain 3000 seers 
each. Every seller willing to sell at Rs.3 will find purchasers and every 
purchaser ready to purchase at that price will get all that he wants* 
Purchases and sales will thus run smoothly. At any price lower or 
higher than Rs 3 there will be disequilibrium and movements of 
price towards Rs* 3 and of demand and supply towards 3000 seers 
will continue until equilibrium is agaul restored. 

If and when any of the conditions change equilibrium will be 
disturbed causing changes in all the three-price, demand and supply* 
Sooner or later a new equilibrium will again be reached with such 
adjustments in the three factors as will make the demand and supply 
equal at the new price* Supposing, for any reason such as a larger 
/ _quantity of apples arriving on any day, the supply offered at Rs. 3 is 
4000 instead of the usual 3000 seersi the price will tend to fall to 
Rs. 2 at which alone 4000 seers can be sold, conditions of demand re 
niainmg unchanged On the other hand, if the supply arriving on a day 
is only 2000 seers the demand of some purchasers willing to purchase 
at Rs 3 will remain unsatisfied. They wall be inclined to bid higher 
prices , the sellers will also come to know of the situation and are 
likely to wait for higher price 
i Thus the price will be raised to 
Rs* 4 at which demand and 
supplv will both be 2000 seers. 

The above mentioned course 
' of changes m demand, .supply 
and price, irny^also be illus- 
trated by the following diagram 
which combines like the pre- 
ceding table the two laws of 
demand and supply — 
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Price js represented along OY and demand and supply aloDgi 
OX. Both demand and supply are here seen to be equal to OF at 
price PR or OQ. At any price other than OQ demand and supply- 
will not be equal and the price will therefore tend to move'towards f 
arid settle down at OQ, at which alone, according to the conditions- 
supposed to be existing in the market, demand and supply will be 
equal and the price, demand and supply will be in equilibrium For 
example, at price OQ' demand will be OP" and supply OP 7 , at price 
OQ fl demand will be OP 7 but supply will be only OP 77 Neither of 
the two prices OQ 7 and OQ' 7 can therefore be stable 

Changes in Demand and Supply. 

Changes m demand and supply are of two distinct types-. 

(1) Changes caused by fluctuations in the price of a commodity . 
An increase in demand onsupply of this type has been termed exten- 
sion, while a decrease in demand or supply may be called contraction* 

(2) Changes that occur independently of changes in price. Such 
changes have been designated increases and decreases of demand or " 
supply However ' there is no common agreement over the use of 
these terms in these definitive senses, and in most text books as welt 
as in this the terms increase and decrease have been used for both 
types of changes* What is meant by them at any place has to be 
inferred from the context Both types of changes are of significance 
in the determination of value, but their roles differ. The first type of 
changes are illustrated by the demand and supply schedules and! 
curves given previously in th's chapter while explaining fixation of 
price of apples in a market Reference to the table and the diagram; 
containing the schedules and the curves will show that increase and 
decrease in demand and supply are here caused by changes or fluctua* 
tions in the price of apples. Being themselves effects of price changes 
such increases and diminutions do not produce any further effect ore 
price. For example, if price falls from Rs. 3 to Rs. 2 demand in- 
creases to 4000 from 3000 seers. This increase of 1000 seers m 
demand will not raise the price , it is the result of the fall m price 
from Rs. 3 to Rs* 2< The same fall of price is seen to reduce supply 
from 3000 to 1000 seers , but the resulting reduction of 2000 seers in 1 
supply will not now raise the price, being itself an effect of the fall 
in price, However there iS no doubt about the definite influence of 
demand and supply on price The market price is Rs. 3 because, the 
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supply o' 3C00 seers has 'a marginal utility equal -to Rs 3 and also 
because the marginal cost of that output per day is Rs 3 supposing 
ithe equilibrium to be normal at this price Even if the equilibrium 
xs temporary the demand price is Rs- 3 because supply is just 
3000 seers , it will be different if supply were more or less than 3000. 

Changes of the second type are the results of independent 
causes and have their own effects on price Thus, an increase in the 
demand of this type means thatjat every price given in column one 
of the schedule the quantity shown against it in column two will be 
larger than that contained in the table , a fall m demand would mean 
that the quantity demanded at each of the five prices will be less than 
that shown against it in the table Talcing now the supply side an 
increase or decrease of this type in supply denotes that at each of the 
price in column one the quantity shown against it in the supply sche- 
dule in column three will be larger or smaller than the quantity 
contained in the table The nature of such changes as these may be 
made clearer by the following diagram — 



In this graphical figure price is shown along OY and quantities 
demanded and supplied along OX The curves DD and SS re 
present normal demand and supply curves Increases m demand and 
supply are represented by dotted curves and S f S' respectively. 

Decreases in demand and supply are shown respectively by the 
curves D^D" and S"S" . ' , 

The distinction between these two distinct types of changes re- 
solves some of the common economic fallacies. For example, it may be 
segued : — i 
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, - v(l ) An increase in demand raises the price , rise m price 
ireduces the demand , therefore no change can take place in the 
demand Both the premises are correct and yet the conclusion Is 
wrong because the rise in price resulting Irom increase in demand 
-does not xeduce demand. jRise m price that reduces demand is ope 
' that as caused by contraction in supply -Similar reasoning will help 
in resolving other -fallacious conclusions that follow. 

'(2) A fall in price reduces supply , reduction in supply raises 
the price , therefore price cannot change 

(3) A rise in price reduces demand , a reduction in demand 
lowers the price , original price is therefore restored* 

C 

Causes and Effects. An increase m the demand for a commo- 
dity, denoting that people are prepared to purchase more than before 
at eachiprice, maybe caused by an increase in money incomes, expecta- 
tion of a rise in price or by cultivation of taste or disappearance of 
substitutes for -the commodity. Supply being given, the effect of such 
t an increase will be to raise the price. Demand may fall off i. e. less 
•may be purchased at each price, due to decrease in money incomes., 
-the Commodity going out of fashion, appearance of cheaper substitutes 
or -anticipation of a fall in price. Again the supply conditions remain- 
ang the same price is bound to fall to allow disposal of the whole 
supply*. Now take the supply side. An increase in the quantity 
offered at each price may be caused by discovery of new sources of 
supply, or improvement in the methods of production or transport and 
reduction in cost and supply price, or expectation of a fall in price 
of the commodity Demand being given, the effect will be to lower 
the price so as to clear off the increased supply Diminution m 
supply Rt the current price may be caused by exhaustion of soil or 
-mineral deposits, increase in customs duties aud costs of transport 
or even anticipation of a rise in price Diminution in supply will 
1 traise the price in so far as marginal vendibility of a smaller supply is 
higher All these effects may be clearly seen in the diagram. Any 
change m demand or supply gives rise to a new curve and causes a 
■change m market price at which a new temporary equilibrium is 
-established immediately because ' of the relative inelasticity of the 
-supply* The new price then creates forces that move the price and 

-*For detailed causes refer to Benham Economics p 69 77 
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the equilibrium towards the norm It may be noted that changes of 
this type in demand and supply may be temporary or more enduring* 
In the former case the market price and equilibrium will become 
normal without affecting the supply as soon as the change disappears ; 
m the latfer case adjustments in supply will be initiated and the 
return of the price and the equilibrium to a new position of norm will* 
take time. 

Elasticity of demand and supply. Demand is always elastic 
but not so the supply over a short period and still less at a givem 
time. The result is that the shock of a change m both demand and 
supply is borne immediately by demand. Thus disturbances to 
equilibrium from the side of supply get easily adjusted. An increase 
in supply lowers the price and increases the demand , a diminution in 
snpply raises the price and Teduces the demand. Both increases and 
decreases in supply are thus easily and quickly absorbed by the 
demand through the medium of price changes. But when demand 
increases or decreases supply does not respond immediately but takes 
time, so that supply being fixed (l) if demand increases price rises 
and demand itself becomes restricted to the available supply, and (2) if 
demand decreases price rails and demand expands to the extent 
necessary for the whole of the fixed snpply to be absorbed 

Time Element m Value Theory. 

Some indication has already been given of the fact that any- 
position of equilibrium and the price settled under it may be only- 
temporary or more enduring. In a local market on any day tbe- 
forces of demand and supply as they extst determine the price at 
which quantities demanded and supplied are equal It is this price at 
which purchases and sales actually take place in the market, 
and which is therefore termed the market price * Such a price- 
mxariably equals the demand price based on marginal utility of- 
the supply offered or actually sold in the market This is particularly 
the case w here supply m the market happens to be absolutely Hxedi 
and must be sold at any price it will fetch irrespective of the cost of 
production. Such is the case with commodities like green leafyi 
x egetables and fresh fish whose stock and supply are identical. No- 1 
Stock can be withheld because of low price and there is no surplus 
stock from which supply can be increased because- of high price. 1£ 
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demand on any day increases price rises , if demand diminishes price <■ 
may fall to very low levels. Similar may be the case with things- 
like old and rare paintings or books, auctioned at the best price - 
obtainable. All such goods and land, which has no cost of pro-- 
duction as such, fetch prices according to marginal utilities of their c 
respective supplies put unreservedly in the market. In all such cases 
the supply curve will be a vertical line, representing supply to be 
entirely fixed and insusceptible to price changes. These are examples - 
where demand has the predominant influence in the determination of 
price. Yet it cannot be said that supply has no influence. Supply, though 1 
fixed, plays its part like the stationary blade of a pair of scissors of 
the famous example given by Dr. Marshall. The moving upper blade 
seems to do all the cutting but a little reflection shows that it does so 
with the help of the lower blade that is there though stationary. 

However the market price determined thus by demand alone 
may be lower or higher than the supply price or marginal cost of the 
given supply. Whenever this is so equilibrium is said to be temporary 
because the supply at the prevailing market price cannot be stable. 

It is what it actually is even at a price lower than marginal cost" 
because it is not possible for sellers to keep it back due to perisha- 
bility or perhaps to their urgent personal or business needs for’ 
money. In any case it cannot be increased to any appreciable degree 
even if the price ismuch higher than marginal cost. 

In course of time, however, supply is reduced in the former 
and increased in the latter case until price and marginal cost coincide w 

i w t 

When that happens equilibrium is =aid to be normal or permanent 
and the price at which such normal equilibrium exists is known as' 
the normal price It may be noted that market price never deviates 
from demand price as determined by marginal utility of the supply 
but it may deviate from the supply price as determined by marginal 
cost Thus when the price equals or coincides with the supply price it 
automatically equals the demand price, which means that it is equal 

> t 

"This fact is commonly expressed m the words “cost of productioli determines 
value m the long run” which raises controversy as to whether value moves to- - 
wards cost or it is cost that moves towards value throucb appropriate changes in 
output and tmpply Changes in costs consequent on changes m output induced 
by changes in demand and market price support the latter new This contro- 
versy can be avoided by saying ‘ Cost of production and value coincide or 
tend to coincide in the long run ” 
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rto both marginal utility and, marginal cost Demand being then . 
taken to be stable there is no cause left for the supply to vary and for 
the price to change* The market price and the normal price coincide* 
The concept of the normal in this sense is v.eli summed up by Dr. 
■Marshall in the following •words’ 5 ' — 

“When the demand price is equal to the supply price, the 
amount -produced has no tendency either to be increased or to be 
diminished , it is in equilibrium. When demand and supply are m 
equilibrium, the amount of the commodity that is being produced in 
-a unit of time may be called the equilibrium amount , and the price 
at which it is being sold may be called the equilibrium puce Such 
an equilibrium is stable , that is, the price, if displaced a little from 
ut, will tend to return, as a pendulum oscillates about its lowest 
tporat , -• " 

Short and Long periods The market price, to the extent that it 
deviates from the normal price, is continually chasing, as it were, 
the normal (price and thus temporary equilibrium is constantly tend- 
ing towards the position of normal equilibrium But adjustment 
takes time. 'Cher a long period adjustment in output and supply is 
complete and normal price tends to prevail Ch er a short period 
some adjustment does take place but it is incomplete. The market 
•price does ’however move even during the short period towards the 
•normal price 

Short ported, according to definition, means the period in which 
output is "increased and reduced through longer or shorter hours 
being worked by the existing appliances or factors of production of a 
•commodity m the shape of machinery and other material equipment 
and labour force. We have already seen in Chapter XII that margi 
nal cost of (production durmg such a period is higher than what it 
-would be in the long run whether the supply is increased or reduced 
and whether the commodity is produced under diminishing, increasing 
-or constant returns. If output is increased it is the prime cost in the 
shape of overtime wages and cost of raw material that rises , when 
output is reduced it is largely the supplementary part of the total cost 
that rises. The cost per unit at which the marginal output is being 


Marshall Principles p 345 
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^produced during the short period constitutes the normal supply price' 
durng such period , it may be termed the sub-normal fence to which 
the market price tends to conform. As the bulk of the supplementary 
costs have to be incurred during the short period the prime costi alohe 
may be said to be the sub normal price about which therefore the mar- 
ket price oscillates.During the long period, as we shall presently see, the 

**■ 1 « ’ i 

normal supply price covers the total cost of the output, including both 
the prime and supplementary costs. In this sense “the general drift 
of the term normal supply price is always the same whether the period 
to which it refers is short or long , but there are great differences in 
detail-’’* 

Long period denotes the period of time which is sufficient to 
■allow the output to be increased or reduced fully to meet the devia- 
tion of the market price from the supply price, so that the former con- 
forms to the normal price over the long period. This full adjustment of 
output is brought about by appropriate increase and diminution m both 
material and immaterial appliances or factors of production typified 
by factory buildings and machinery and the labour force requisite to 
"the new volume of output. Thus it is that price tn the long run 
"tends to conform fully to the supply price or marginal cost of the 
output produced and put in the market for sale during the period. 
This shows how “the influence of utility on value preponderates 
during short periods, but that of cost of production m the long run ’’ 
’We have of course seen that the length of the short and long periods 
differs from commodity to commodity according to the time required' 
-for full expansion and contraction of its factors of production. 

Normal price in relation to dynamic state. We have seen how 
‘market price is constantly moving towards and approaching the 
•normal price. But in a dynamic society the two may never become 
identical, for before this happens the supply price of the output 
appropriate to any period m view — long or short — may change through 
a fresh change in demand caused by increase in population or its 
incomes and tastes or by a change in methods of production occasioned 
by invention of machinery and discovery of new processes of produc- 
tion. The normal supply price is itself continuously shifting and 
there is no stationary point which the moving market price will 
finally catch -and restore permanent equilibrium. It is like the race. 

’ ^Marshall Principles page 37c! ’ " L 
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between the hound and the running hare Catch is possible onlyr 
when the hare pets entirely tired and stops But changes in popula- 
tion and methods of production do not stop , they ire, on the other 
hand, progressiv el> on the increase in modern society. 

The interaction of the forces of demand, supply and price- 
dundg short and long periods and the determination of market andi 
normal prices may be explained with the help of the following 
diagram — 



Here price (or cost of production v here relevant is represented* 

along OY and quantities demanded and supplied (or produced) along 

i. t; 

OX Curves DO and S S represent the normal conditions of demand' 
and supply PR is the normal price at which demand and supply 
are both OP. Curve D'D' denotes increase and D^D” decrease of 
demand. 

{a) Now suppose that demand has actually Increased and' 
the demand curve becomes D'DC Then if the supply OP cannot be> 
increased the market price v ill rise to PM, which measures the 
marginal utility or vendibility of that supply Exceptional profit of 
RM per unit will induce production of additional output whose cost 

XT 

during the short period will be higher than that shown along RS part 
l u 

of the curve S S Let these short period costs of the additional 

I XT 

supply be repiesented by RS' branch of the normal supply cutve S S. 
Then P'M' represents the short period supply price and also the sub- 
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.normal price towards which the market price PM wil! move* In the 

long run, however, cost of the additional output will be lower accord- 

u l u 

irig to the "normal part RS of the normal supply curve S S, and thfe 
mew normal price will therefore be at which demand and supply 

will be OP w Thus the price P"M" and demand and supply OP* 
•represent' new position of equilibrium that will be established It 
unay be noted that the price PM will fall to gradually as supply 

uncreases. Of course this new price P"M" is seen to be higher than 
the old normal price PR, 

* i l ; 

(b) Then suppose that demand has decreased and is now 
represented by the curve D"D" The price will fall to PN ltn 
mediately if the existing supply is fixed and must be sold. Loss of 
RN per unit will cause reduction in output but costs will be higher 

during the short period as represented in RS ff branch of the supply curve 
L TJ 

S S. The new sub-normal price will then be P 7 N 7 towards which the 
market price PN will move In course of time, however, costs will 
be lower according to RS" part of the normal supply curve and under 
the new equilibrium position the normal price of P"N" will be 
established at which demand and supply will be equal to OP". The 
new normal price P ,/ N ,/ will of course be lower than the old normal 
price PR. In so far as prime costs and a part of the supplementary 
costs only are enough to continue output at a reduced scale during a 
short period the RS ff branch of the curve may be taken to represent 
such costs and not total costs as is the case with the corresponding 

L 0 

mormal part of the curve S S« This is of course probable in in 
‘dustries employing large fixed capital and ha\ing high overhead 
charges 

T 

Here it is necessary to note two points* (l) Conditions of 

supply are supposed to be stationary as represented by the curve 
fi tj 1 <7 - 

S S Disturbances to them are t^ken to be bmited to short periods 
f during which output is increased or reduced. These disturbances 
are represented by RS 7 and RS" branches of the normal supply curte 
m which both tend to merge over the long period As we have 
noticed, stationary conditions of supply cannot be certain to exist in a 
dynamre society. Normal supply curve may itself shift upwards or 
downwards during the period of adjustment to the changed demand 
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and the new normal prices and P <7 N ,/ may be different fromr 

xvhat they are shown to be in the diagram And of course such shifts- 

may occur frequently and new normal equilibrium may never be 

n tj 

established fully. (2) The normal supply curve S S represents the 
conditions of supply of commodities produced under diminishing 
returns or increasing costs Responses of prices of commodities 
subject to diminishing and constant costs will be somewhat diffe- 
rent. These have been examined in the next chapter on page 194. 

Equilibrium Theory of Value Summarized, 

The theory of value may now be summed up in a more compre" 
hensive manner — 

The value ot price of a commodity m a competitive market 
settles at a sum of money at which demand and supply are equal.- 
No price at which the two are unequal can endure because demand 
larger than supply or supply larger than demand v ill cause the price 
to rise and fall respectively until tvo become equal. 

The price so settled always equals the marginal utility of the 
quantity sold and purchased, but may be lower or higher than margi- 
nal cost to the extent tnat supply is fixed and cannot be reduced or 
increased. When this is so, equality between demand and supply is- 
temporary because supply has cause to be reduced or increased How 
ever, in the long run supply gets adjusted and the price tends to 
become equal not only to marginal utility but also to marginal cost of 
production When that happens equality between demand and supply 
becomes normal or stable, no cause being left for either to increase 
or decrease* But before the price becomes normal a midway situation 
develops during the shot l pcitod in which the market price conforms 
to what may be called sub normal price based on change in costs 
during such period 

Immediate change in market price due to change in demand is , 
similar in the case of all commodities, but over a long period tbe- 
normal price is affected differently according to the law of returns to 
which it is subject 

Basis of the Theory, 

The theory is of course based on the following generally accepted » 
principles or laws 
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CHAPTER XVII 

SPECIAL PHASES OF THE THEORY OF VALUE 

The last chapter was devoted to the explanation of the law or 
theory of value It is proposed in this and the remaining chapters 
of this part IV of the book to illustrate the working of the law 
m certain particular cases and to examine some of the important 
'factors that accelerate or impede the action of the forces of demand 
and supp'y and thereby influence value. In this it will be a great 
1 help if we can constantly keep pictured in our mind the demand and 
supply curies intersecting each other and representing the position of 
equilibrium at the point of their intersection. 

i Isolated 'Economy. 

Weh axe seen that the fundamental economic problems of aa 
isolated indi idual like Robinson Crusoe and of people living m the 
most advanced countries of today are similar in many respects Crusoe 
is confronted with the law of diminishing utility in consumption and 
with diminishing returns in production and in both he has to keep 
before bun, consciously or unconsciously, the principle of subsuiu* 
tion and the ia\ of equi marginal utility for wise distribution of the 
i time and energy on the one hand and the fruit of his labour on the 
other lie lias no problems of exchange or distribution to worry him 
Yet the lav of demand and supply has its application in his daily life 
As he goes out to pick wild fruit every morning be finds that the first 
hour’s pickings yield great satisfaction but involve little or no fatigue. 
The second hour’s gatherings give less utility but involve some 
exertion\ The process goes on until utility of the additional pick 
equals tie disutility of effort necessary to gather it. Here we may 
say demand price and supply price are equal and Crusoe stops for the 
time being. The descending demand curve m this case denotes the 
diminishing utility of additional units of fruit and the ascembr e 
supply curve represents the moun'mg fatigue caused bv each hour 
of additional effort needed to gather eacti additional unit cf fruit Hie 
i intersection of the two curves represents the point where utility of 

192 
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tlie last unit equals the irksomeness of the last horn’s effort and the 
quantities of fiuit demanded and supplied are equal 

The situation may now be translated into money economy Let 
Crusoe join a cotton null m Bombay as a labourei and wages of work 
be foui annas p°r houi and not a chhatak of wild berries as before-. 
Each additional foui anna piece he now gets with meieasmg fatigue 
but obtains with it successive loa\es of biead that bring diminishing 
satisfaction Still fiee from family responsibilities he may find the 
sixth loaf puichased with the sixth four anna piece earned in the sixth 
hour of work in the factoiy as all that is worth his while and stop. 
Reducing the need foi loaves to two and adding clothes, house 100m, 
tea and cinema we maj well find Crusoe standing as a representative 
of a modem factoiy woikei The demand curve now represents 
Ciusoe’s diminishing utility foi bread and other things and the supply 
curve the efiorts of a host of other workers whopioduce biead, clothes, 
houses, tea and cinema shows 

Barter Economy 

Let Ciusoe now go back to h>s island once again with anothei of 
his Bombay companions and, having tasted some of the advantages of 
vanety m consumption, let him and his companion specialize in 
gathering hemes and catching fish and barter then respective products, 
with each other without the use of money as a medium of exchange. 
Suppose now both woik eight hours , Ciusoe gathers eight chhatak® 
of bernes and his companion catches eight small fish As one chhatak 
of hemes is exchanged foi one of the eight fish caught Ciusoe’s- 
demand puce foi fish and his companions demand price for hemes are 
both higher than the respective supply prices of the two commodities. 
Ciusoe is ready to offei moie than a chhatak of berries for a fish , his 
companion is piepaied to take less than a chhatak foi a fish Supply 
of each of the two commodities is greater than the demand As 
idditional chhatiks of hemes are exchanged against fishes their 
lespectne demand and supply puces begin to come closei together, 
the formei falling and the lattei using Supposing they become 
equal when four chhataks of berries aie exchanged foi four fishes" 
We then leach the point of equilibrium In this case, as under money 
econoim , we shall har e to represent demand and supply curves of the- 
,13 
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two commodities and their intersection sepaiately , their shapes and 
magn'tudes will of course be similai Undei baitei units of utilitv, 
and in monev economy, units oi monev, will be the common measures 
of demand and supply prices 

Fixed Supply 

It is possible as we have seen, for the supply of a commodity to 
bo absolutely fixed at a particular time whatever the puce In such 
a case the supply curve will be a vertical line meeting the downward 
demand curve at some point which will represent equilibrium position 
of demand, supplv and puce If demand increases price will rise , 
if demand decreases price will fall Such is the case with very 
pei’shable commodities in a local market , it max also be the case with 
land wh'ch has no supply pree as such based on costs or production, 
and with old pictures or other things then owners put in the market 
for sale at anx puce they will fetch Ex idently marginal vendibility 
or demand price governs their market price 

It may be noted that it is difficult to find a paiallel example 
of absolutely fixed demand with a vertical demand curve and supply 
vary ing with price If that were so m any case the supply price xvill 
govern value theoretically * 


Constant Demand and Changes in Costs and Supply Prices 

Supposing that conditions of demand are constant and are repre- 
sented by a demand curx e xv hich does not change its position, though 
of course it ■slopes downward showing larger quantities purchased at 
lower prices than at higher ones Then if costs increase 01 decrease 
supply curve will change its position , it xvill shift upxvards with 
increase and downwards with reduction in costs whatexer the law of 
returns to which the production of a commodity is subject The price 
will use in the former and fall m the latter case The situation can 
be easilv illustrated by keeping the demand curve constant and 
drawing with dotted lines new supply curve or curves running parallel 
to the old supply^ curve 


Different Laws of Returns and Changes In Demand 

Costs of production and therefore supply prices of difierent 
commodities generally change xvith increase or decrease in output and 
supply if sufficient time is allowed for proper adjustment m the factors 
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of pi otiuetion o’! such commodities Taking these conditions of supply 
"to he stable, that is, supposing that inventions 01 exhaustion of natural 
resouices 01 otliei -causes are not tending to leduee or raise costs and 
supply puces, let us see the effect on puce of changes* in demand 
lepiesentcd by shifts of the demand cui\e These effects may be 

h 

.summairaed as follows — 

(l) Immediate eflect of a change in demand is similai on the 
ipuces of all commodities An mciease m demand raises puce and a 
1 eduction in demand lowers price (2) During the short Penod the 
ieffectonpnceise.en moie unneisally unifoim Costs aie usually 
ihiglier than normal whetbei output increases oi deci eases, and this is 
.reflected m the sub. normal puce 

(3) Ultimate effect over a long penod diffeis aecoid ng to the 
law of letuins oi costs to which a commodity is subject 

(a) Constant Returns The frtce of a commoditv pioduced 
undei constant leturns (which means constant costs) shoves no change 

^ ovei a long penod whetliei the output is incieased due to immediate 
rise' tn price caused by mcieased demand oi it is leduced m response 
to an i mmedtale jail in price resulting fiom diminution of demand 

(b) Diminishing Returns Over the long period price rises 
■with an increase in output due to use in costs and supply price, it 
Jails with a reduction in output induced by a fall m pi ce caused by 
decrease m demand 

(c) Increasing Retusns Puces of commodities pioduced undei 
increasing letuins (which 
means decreasing costs) 
ultimately fall with an 
increase in demand and 
rise with a decrease in 
demand because mcreas 
ed output means lowei 
end leduced output means 
higher costs per unit 

These effects of changes 
in demand may be ex 
plained with the help oi 
* the following diagram I — 
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Here quantities pioduced and supplied ire represented along OX 
and costs and prices along OF The curves feS, S’S and S”S” repie 
sent normal supply curves lor constant, met easing and diminishing 
costs commodities respectrrely The demand enne DD is commcm 
to ali the three tjpes of commodrties For each of the three com, no 

dities PE is then the normal price M which theie is normal eqmlibnum 
between demand and supply 

Suppose nou (be equihbmm ,s d, started by (a an mcie.se m 
de„uo „s shoe™ by dotted dem.nd come DD' (b) . decrease m 

luZ 7 , 5 eurceD-D- Talrag , m: tbe 

„ ' lot be, h or™kl s tobe mole 

i the puce will immediately rise to PM il demand 
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r — - 

theteiom he diffeieut h °'°° S ™ the 
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■will fall as then costs par unit will bo loweied with rise in the margin 
•of cultivation We see here incidentally the beaimg of the law of 
diminishing returns ou the well-being of the world 

(o) Increasing returns or diminishing cost commodifies The 

Hong penod effect of change in demand on the pi ices of such commodities 
will evidently be the reveiso of that pioduced on the puces of diminish- 
ing returns commodities The supply curve S”S,” which lepiesents 
*tho behaviour of costs with \ariationsin tlnur output, slopes downwaid 
indicating reduction m costs pei unit as output mcieises, If demand 
for them incieases the new normal price will fall to P’”M'” because 
"the new demand ^urve D’D meets the supply cuire S ’S’ at M’’ and 
indicates the new position of equilibrium This price is and ought to 
be lower than the old normal pi ice PR because costs per unit foi 
supply 0 P’” are lowei than the costs of the smallor supply OP 
produced and sold previously dui mg a gnen period of time Incase 
itho demand decreases as shown by the curve D”D” the new normal 
puce will use to P'”N” because that will be the maiginal cost per 
unit foi the reduced supply OP These theoiet'cal possibilities of 
©rice falling with an increase and rising with a deciease m demand 
•aie not vorv far from conditions pievailmg m actual ltfo When a 
mew manufactured commodity is intioduced its dennnd is usually low 
and cost and price are both high As demand expands supplementary 
•costs per unit fall until capacity of the existing plant is not fullj 
utilized And then new inventions of machinery and localisation 
•bring further economies in costs and result in continuous fall in 
unaiket prices. And if. for any leason, demand should fall off due to 
the thing going out of fashion with a section of the consumers costs 
per unit are bound to use and the useis who want to continue its 
consumption will have to pay the higher price covei ng the higher 
costs of the r educed outpu t ’ • 

Y It may he noted that this curve S S’ does not mem that costs 
of the part of the total supply at any time aie htghei than those of the 
additional supply, it means that costs pel unit of the supply as a whole 
fall as output is increased The cuive S’ S' representing dimuiishm" 
leturns commodities does, howevei, denote that different puts of the 
•total supply are produced at different costs Thus P’ M strnds for 
•the costs per unit of the marginal supply raised, say, from pooiest soils 
newly hi ought undei cultivition , supply coming fiorn richer soils is 
costing less than price P M’ obtained m the market and gires use to 
jpioducer s suiplus 01 lent * 
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Joint Demund 

\V lieu two oi- moie commodities oi sen ices me together required 
to satisfv a paiticular \ant thev ale said to bo jointly demanded 
Thus dried leaves of the tea plant, some fuel and labour of a tea stalL 
keeper aie neces^an to satisfv our want for tea„ The demand for 
ieadj tei is direct , that foi milk, sugar tea leaves and fuel which 
ma} be called fretors of production of tea, is indirect and derived' 
fiom the demand foi to i 

Tin- puce of a cup of read} tea at any gi\en time depends on 
the do und price foi tea is deteimmed by the marginal utility of the 
mi i>L< i ot uip5 otfeied in the maiket , the laigei the number of such 
cups stll rs want to sell the lower will he the puce thev will have to 
accept Now the demand puces foi tea leaves, milk,. sugu and other 
dungs art domed from and depend upon the puce at wh’ch cups of tea 
can be sold Tli“ uenund price foi am quantity of one of the factors of 
production can he deuved fiom the demand price foi tea t replied with 
that qunntitv bv subtracting irom the latter the suppl} prices of the 
appiopriate quantit es of the remaining factors. Supposing lOU cups are 
sold per da} in a lonel} stall kept at a bus stop in a village at a puce of 
one anna pei cup or Es 6/4 m all Then if, say, two seers of milk, two 
seeis of sugar and leqmsite quantit} of fuel and 1 ibour of the st ill heepei 
are available at Es 4/-, the demand price foi a pound of tea leaves 
requned for preparing 100 Gups is Es ?/! Demand puces of milk 
and sugu. can be similarly derived Prof Marshall has termed this as- 
the laj} oi derived den and , which he has stated in these words “The 
deman i schedule foi anv factor of pioduction of a commodity can be 
derive i rom that fci the commodity by subtracting from the demand 
price of erch separate amount of the commodity the sum of the supply 
puces' foi corresponding amounts of the other factois ”j 

Tins means that the demand puces of all the factors will follow* 
the price of tea, using and falling togethei, Howevei, the use and 
Ml in the puce of tea cups need not be shaied uniformly b} the prices 
of mill Buga tea leaves and other factors immedi itelv or even 
ult mately The proportions m .which the latter will share uses and 
fails m the price of read} tea will depend upon their respective 
ccnd’t ons of demand and supply Those which are most essential 
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byproducts T w o elements common to such joint products are (l) 
joint cost and ( ) joint production or '-upply 

Costs being incapable of separation bow are the values or prices 
of joint products determined 9 In this question lies tlie importance of 
the pioblem of joint supply It may be answered as follows 

[а) The puces obtained for all the joint pioducts equal in the 
long ran then joint cost Thus if the cost of producting and ginning 
a maund of cotton is Bs 20 the prices of cotton fibre and cotton seed 
yielded bv a maund of cotton will tend to equal Es 20 Any higher 
puces will mciease the supply of both and lowei then puces, and if 
the puces obtained for both add up to less than Es 20 the supply 
will be reduced and prices raised to make up Es 20 

(б) Then separate prices will he determined by their condi- 
tions of demand or more definitely bv the maiginal utilities of the 
quantities produced The price of cotton fibre pei maund is much, 
higher than the price of seed This is due partly to the larger 
proportion of seed yielded by a maund of cotton and therefore to its 
lower maigmal vendibility , partlv it is pei haps due to greater utility 
of fibre than that of seed Becently r cotton seed has been used f o mate 
vegetable ghee out of it and the process yields cake as a by'-product 
Thus cotton fibre, vegetable ghee and cotton seed cake are joint 
products If any of the by -pioducts is useless and has no marginal 
utility it is thrown away At one tim» m India molasses produced 
m sugar factories became so plentiful as to have lost its value-in- 
evcbange altogether and sugar companies used to pav something for 
removal of molasses from the factory sdes 

(c) If any of the by-products needs any heatment such as 
refining or packing before it can be marketed tlis cost of such treat- 
ment, including profit of the factory owner foims its separate cost, 
which constitutes the minimum below winch its price cannot fall, for 
otherwise such costs will not be incuiied Its puce will of couise 
cover a part of the joint cost according to its maigmal vendibility, 
piovided of course the latter is more ttian the sepaiate cost 

It follows from this that a change in the demand and price of 
attv one O* the joint products wi'l i t Hue nee the prices of other 
products in an opposite direction Thus suppose the demand for 
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juice-, of goods nnd foincos jointly demanded In tho eve of the 
I'ittcr nnniodinto effect js quite 1 irge b it nit unitolv their valuer. torn! 
to co'nude v itli thm lespjchvc costs of pioduction Butin the ta* g 
of joint products costs cannot bo peprmted i ud t hanger m then pne^ 
caused b\ eh nges in the demand for them arc therefore III ely to 
endure \n mere iso m tin demand fm cement due to expinsion m 
house building nctivitv rm y raise its pnc< much imnieliutoly but m 
the long run t!io put* is hound to come do \u to the level of costs per 
big Bi t an lnuoaM* in the den md for cotton fibre nm poini iliently 
louei the pi ice of cotton erml 1 

Price Control nnd Rationing 

People hive foi long bet n fiinulii r ith the ofTcot of taxes and 
bounties on pr ces \ 1 1 \ put on h cornu o lilv it any stage — production 
salo inrpoitoi orjint — raises its cost uul supply pi ice nnd in duo contra 
affects its nm Lot pneo A botintv, on the othei hand, lowers the 
cost of pioduct’on md competition tends to lowe* the nmibof pro by 
the bounty pu unit gi anted by the state The effects of these work 4 
out tluough si pply and aie snnilai to those of nnv* f ictor that raises or 
lowers cost of pioduct on \ ti\ s inplv shifts the sujjlv curve 
upwards , t» bounty loweis it dovvnwaids , noithoi of the two modify in 
any way the demand and bupply thooiv of value 

Contrcl over price 01, whit conics to the something fixation, of 
puco b\ the state is e now development dating fiom World War I 
It seems on the face of it to falsifv altogothci the tlieoiy of value 
piopoundod so eliboiatoly in to\t hooks dealing with economics If 
valuo can be fixod by the state, it imy be claimed the forces of 
demand nnd supph pioelunn thou o\ 11 nnpotenco A little thought 
will, howover show that demand and supply do play then pirt under 

puco contiol and value theoi j itself 1, .mains in tact It 13 not at 

all falsified J ho contiol simply prevonts adjusting action and piolongs 
tho agony it attempts to alleviate 

The main puiposc of tho fixation of prices by tho stato is to l.eop 
them below tho level they will attain without control, that is, below 
tho oconomic level determined by r tho fioo play of doumnd and supply 
It is a nmttoi of common oxponeuco not only m Iudia Lut otbor 

* Seo Taussig ' Principles Yol I p 220 
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countries that such an attempt either fails through Ino appearance oL 
liluck maihets or 't needs veiv elaborate and costly machinery 'md 
measures to cnfoico it The 'cont> oV Price being lower than the 
economic Pt tee determined by marginal utility mcreasos the demand 
and reduces the supply above and below tho magnitudes they will 
attain without contiol Black market acts as an outlet for tho adjust- 
ment of this fundamental disequilibrium, It is like the flood waters 
of a rnor breaking the dam itself or seeking outlets at the ends if the 
dam itself pioves strong And of course the blact mat Let Price is 
always higher than tho economic price bocauso cost of blucl supply 
is raised by tho risk of fine, i nprisonmont and confiscation of stocks to 
which sellers are exposed Thus wo see tho strength of tho* foicos of 
demand and supply working m tho daik when pieventod from acting 
openh This is when ‘contiol’ price fails 

Bren when it succeeds the law of demand and supply does not 
stop functioning To the extent that price fixed by Government is 
lo ' ci than economic price demand becomes gre iter than supply and 
the gap that is other wiso automaticalh closed by the rise in puce 
icducmg tho demand and increising the supply, is artificially adjusted 
by lat’omng, which means restricting the domand of each individual 
01 family according to the supply available ut tho control puco Thus- 
thmtnd is equated to supply by ra'tonttit; instead of by a shift in 
juce Aud the control puce pi ev uls like the free puce so long ns 
oquil biuun between demand and supply is maint lined titifiually by 
rationing 

The demand in such cnxer is alwnx's pressing towards expulsion 
and supply tovxn ds contraction The foi mor can be kept dow n to the ex- 
tent that duly or weekly ration is reasonably adequrte , supply is kept- 
up to the ev tout control price con forms to co=ts or supply price for the 
required output Of course if all tho =upplv vveie soi/ed bv the state it 
could bo sold at any price so long as it lasts but private enterpri/e is 
suit to dmcontmue further production at an uneconomic pr.ee unless 
the gap between cost and pr ce lsfilhu bv a bounty which is ivory 
common device adopted in t mr -3 of price control A state under!, ‘king 
mav , however, continue to produce it a loss rhe public treasury bearing 
th>s rs sell ns the cost of the bounty In the decree of bounties 
and nit on-timed production the control authority has to rev’sethei 
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.control price upwaids from time to time as money costs increase due to 
inflation This is illustiated by successive lading of the prices of 
sugar, heiosene, petiol, ifood grains and othei contiolled commodities 
•dm mg and since the end of the war 

The fact that keeping down of the puce below the economic 
level has its drawbacks is recognized by many people even outside the 
cucle of students of economics Theie are (a) the mcomemences of 
rationing — of low rations and of queues apait from a host of unfair 
(Practices (b) pievention of the supply fiom expanding through the 
stimulus of the high puce and (c) disharmonies between supplies of 
controlled and uncontrolled commodities caused by diversion of labour 
xnd capital fiom the production of the foimei to that of the latter 
Thus during the wai period theie was at one time transfeience of 
consideiahle acreage from food crops to cotton, which was later sought 
to be remedied by putting a ceiling on the puce of cotton lhe lifting 
of contiol ovei sugar accompanied by raising of the price of sugar and 
sugarcane (December of 1947) is bound fo divert some acroige from food 

■crops to sugarcane and lead to plenty of sugai relatively to the supplies 
of essential food grams. 

It is itrue .that if things aie left to themselves continuous in- 
itiation caused In heavy government il expenditure will raise the prices 
of essential commodities to levels at v.hich the poorer sections — those 
with fixed monev incomes or incomes rising at a much lowei rate than 
puces will find it impossible to purchase any, while those v ith incomes 
rising faster than prices will be able to puiehase all that they want 
Hut the situation may he met by taxing the using moneys incomes and 
transferring these and the considerable sums spent on contiol machi- 
nery to the fixed income receivers through dnect dearness allowances 
m Smoney or by applying them towards losses incuued on supplying 
essenti il commodities below procurement prices is has been done by 
Indian Railway's and factory' owneis in the case of their employ'ces No 
doubt most of these expedients have been tiled m India in some degiee 
in the shape of the imposition of the excess profits tax, subs’di/mg oj 
rationed commodit’es I y r sale at prices lower than cost and grant of 
dearness allowances and later raising of the salaiy glades as recom- 
mended by the numerous fray coin in it tees 

These inconveniences and economic disharmonies lead to con- 
victs, the most glaring -examples of which are the appearance of black 
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inaikets and non-coopeiation fiom the public in control measures. 
During the war conkols may be toleiated temporarily on patriotic 
giounds , in noimal times they piove too vexatious and mtoleiable 
This is endenced by the veiy universal demand for the lifting of. 
controls that aiose aftei the end of the war m India 

The situation aiising under the system of puce contiol may be 
depicted at least paitiallv in a diagiam — 



Let quantities demanded and supplied be shown along OX at* 
different prices lepiesented along OY Before contiol is imposed PB 
is the equilibrium price at which demand and supply equal OP 
Due to inflation and use m money incomes and reduction in goods 
available for civilian consumption demand puce for available supdlies 
increases as indicated by dotted cui^e D'D / Price will then 
immediately use to PM at which alone the limited supply OP 
will be equal to the demand Let the government keep the puce 
down at PB without rationing The demand at this puce is seen, 
to have increased to OA , supply at this price may lemain OP if there 
is no hoarding 1 in anticiprtion of a black maiket ansing or control 
price itself being laised latei by authority If theie is such hoaiding 
to the extent of PP" the leduced supply OP' 7 will sell at P"M" under 
a flee market , because of control, price in the black maiket will use 
above P’M" due to risks If, howevei, hoarding is prevented by 
keeping the whole of OP supply in the maiket and rationing is 
introduced the puce fixed at PB may pievail by limiting the demand 


, *This is speculation, dealt with m the next chaptei 
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to OP, that is mois or less bv bringing the dotted curve D'D' toils 
original position denoted bv DD As and when costs mcr.ase as 
indicated by the dotted supply curie S S Government will have to 
-permit raising of the price to PR' (to which now the cost of production 
per unit has risen) for the maintenance of the periodical output equal 
to OP We mar al=o note that if price ’S not controlled at all the 
high market price PM will tend to mciease the supply until the price 
falls to P'M' at which new equilibrium betv een demand, supply and 
price will be established under a fiee m >iket Fixation of price at PR 
and even raising it tc PR' prevent increase in supply to OP' 

Fixation of Price The foregoing d.seussion shows that the 
authority chaiged with the fixation of price cannot act entirely 
arbitrarily if production under pry ate enterprise is sought to be 
continued Anv price that is fixed must cover the costs of production 
including reasonable profit for the propnetor or else production will stop 
Such a pr-ce max be called jatr pr.ee, denoting a level that is fair to 
:ne producer as well as the consumer This means that the controlling 
authority remains hound by the law of supply and demand, which it 
is supposed to supplant or at least suppress in the popular mind The 
only thing which ->dmimstrative auth nty can do, and which looks 
reasonable is to prevent the price from rising above cost as it does 
immediately demand increases and supply cannot be increased Such 
a rise in price ffrom PR to PM m the foregoing diagram) is not the 
result of incense m costs and means exceptional fortuitous profits for 
those who happen to hold the stocks — profits that are not at all 
“necessary to call lorth the ^ supply that already exists But to the 
extent that costs have actually risen and continue rising cotrol pnee 
has to be constantly revised upwards during a period of inflation in 
which alone control has had validity m the past at any rate. The 
other alternative is of course making up the difference bv a state 
.bounty 

But dec’sion about what is lair pi.ee by anv individual 01 com- 
mittee is a very elusive affair howsoever fair it m.ght appear to the 
uninitiated public It is extremely difficult to decide even if the 
various elements of cost remained stationary , in a constantly changing 
situation relating prices to costs becomes a superhuman task Fixation 
of fair price for the finished product necessarily means fixation 
of fair pnce 3 for the various kinds of raw materials, labour, 
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SPECULATION 


The Nature of Speculation 

Speculation is one 01 the important t\pes of specialized business' 
dealings earned on m countries m which theie is freedom of private 
enterprise Its sigmfieance to the student of economics lies m the 
influence it exercises on the yalues of commodities it deals vnth and 
through them on the economic life of societv Eor a proper grasp of 
these effects of speculation a short account of its natuie and of the 
methods and machine!-, it employs is necessary Literally speculation 
means thinking about some topic or phenomenon and reaching certain 
conclusions about it , m this sense a philosopher -speculates about the 
origin and nature of the universe In popular language speculation is 
associated with the sharp practices of persons who deal m commo- 
dities to get rich quickly without anv moral scruples 

Economic? lh the term speculation is used m a restricted sense 
and denotes purchasing and selling of certain goods bv a distinct type 
of intermediaries between ictual producers and consumers of such 
goods Pure speculators aie neither stockists noi wholesale or retail 
dealers in a commodity The} may not touch or even see announce 
of the commodity which they pmchase and sell dav m and dav out 
in relatively laige quantities This thev can do because their pur- 
chases and sales are fox future delivery as distinguished from spot 
oi cash transactions m which goods have to be delivered by the seller 
and payment made bv the purchaser soon after a deal is 
entered into The speculators usually cover their deals by a reverse 
transaction before the date of dehvery arrives The buyer sells and 
the seller puichases an equal quantity to or from one or more of the 
other specalitors or consumers and stockists interested m actual 
purchase 01 sale of the commodity Kelt her of these lattei stand m need 
of covering then purchases and sales The consumer takes the delivery 
and pavs the price to the stockist on the appointed date Speculators, 
howevei do covei and this cancels the need to give or take delivery and 

2 OS 
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to tecoive or make payment of the price They have simply to take 
01 pa> the difference between the prices at which they sell and buy. 1 

An Example, » ' " 1 - 

1 To take an example, A bujs from B in the, month of October 
1 1000 bales of cotton at Es 200 each to be delivered • on the ] 0th day 

of following January Suppose sometime duimg the intervening 
penod Januaiy puce, oi January future as it is called, uses to Bs2l0 
and A sells the 1000 bales at this price to C for>delivery on Januaiy 10. 
A has cancelled his deal making a profit of-Bs 10 per halo but B, and 
0, who are both speculators, would be left m need>of corering their 
sale and purehaso of’ 1 000 bales bv the date fixed for the settlement 
of tlifm tiansactious If 'the price remains . at 210 thioughout the 
remaining period the two ate compelled to cover whethei it results in 
loss 'oi profit Supposing then that O sells to B at Bs 210 all the 
tlned speculators 'ha\o covered then purchases and sales C both 
puichased and sold at Bs 210 He makes no profit run mcm-s any 
loss But B loses Bs 10,000 winch poos to A as his piofit 

I t * 

, , It is of couiso piobablo that the cotton manufactuiei and the 

stocki t of cotton intervene in these tiansactions If B is a stockist 
of 1C00 cotton bales and wants to sell his stock by Januaiy and C is 
r cotton mill owner who will want similar quantnv of cott.n jn 

I * 

Januaiy for spinning it into yarn, neither of them will cancel their 
deals In such a case A, the real speculator, who bought from B at 
Bs. 200 will probably corer by selling to C at Bs 210, and on the day 
of settlement , he yv ill ask B to give delivery to and receive payment 
dnectly from C , C will however pay Bs 2,10 000 (lOOOXBs 21Q) 
but B is ontitled to iecoi\o only Bs 2,00,000, (lOOOXBs 200 j This 

difference of Bs 10,000 null be pocketed by A as a speculator. 
Had the puce fallou and A had to sell to O at IBs 190 0 would have 
paid only Bs '1,90,000 and the difference of Bs 10 000' would have 
been made good by A (The profit oi loss of B as a stockist ol importer 
will of couise be determined, by the puce 'at which, lie puichased or 
impoited liis'stook, while C’s position will i he governed by the price 
he is able to get foi the vain It is of icouise possible foi a stockist 
to sell dnectly to the cotton manufacturer foi spot delivery, wotbout 
the intervention of the professional .speculator All speculate e markets 
'' 14, i ,,, i i t * , . _ , , ; r. 
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in a ball crowded with speculators * who do not see or touch 
them Such is tht case with most agricultural commodities — whoat, 
-cotton, jute, oil soods, other staple food grams, rubber and tea — 
which possess standardised grados and whose supplies aio seasonal 
•and subject not only to changes m demand but more 1 irgoly to changes 
jn supply duo to natural causes such as diougrit, oxcossivo rainfall, 
irost, fair and foul weather ovci which the producer has little control 
Then tboro arc the metals — precious like gold and sihei and huso like 
tin and copper — whoso annual outputs are apt to v an from yc;n to 
year, and whoso demand is c\eu moro prono to fluctuations duo to 
changes m business and political weather of the world There are 
frequent booms and doprossions of shorlei or longei duration m indus- 
try and trade, m building construction and in ai mime nt manufaotuie 
Lastly come shares of compnmos and securities or bonds issued by 
governments and semi-public bodies, like Improvonunt and Port Trusts) 
whose supplies nro limited hut values aio subject to heavy fluctuations 
with changes m tho foitunes of their issuers Ability of public 
authorities to repay tho bonds on maturity and to meet regularly' 
until then mteicst falling duo periodic illy , is affoctcd fax out ably 
by financial and military strength and adversely by actual and 
anticpatod budget deficits, threats of war md repudiation of debts 
Bates of dividends 01 annual jirofits distributed by companies v.ny 
widely due to ups nnd downs of busmess conditions, strikes and lock- 
outs and a number of other causes 

, Prices of most manufactured goods are not subject to such 
.fluctuations Their production and consumption are logulai tluougout 
the year, and output can bo easily inoioased 01 roducod to meet, 
vanations m domand Information about these lattei loaches tho manu- 
facturer quickly through retail and wholesale douleis, who increase or 
-cuitail tlio 1 orders from time to timo according to oxpans’on and 
1 conti action in turnover Tho farmers who sow cotton oi whoat 
evidently cannot adjust then sowings so qu ckly oi thoroughly Tho 
puces of man 'factored goods thus may remain fixed for years together 
until some mnjoi change occurs m domand through change of fashion 
oi in supply (through invention of machinery perceptibly reducing tho 
costs Consequently’ there is mo scope for speculation m those goods 
Howovoi, manufactured commodities like sugai aio an exception The 
whole- oar s supply is produced by the sugar m 11 s duung the cane oxusli- 
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ing season which extends tc just about thiee months It is not therefore 
possible to regulate pioduetion month bj month or to estimate the whole 
rear s requirements m advance And even if this were possible seaso- 
nal output of sugar by the factones willieinain subject to variations- 
caused to the % ield of sugarcane ctop itself by floods dioughts pests 
and arbitinj choices of millions of tanners about the area planted 
with cane fiom yeai to 5 ear The formation of the Indian Sugar 
Sandicate uluch contiols output and puce of sugai of its membei 
factones has no doubt leduced the puce fluctuations let, complete 
elimmat on of price -sanations o\er a number of >ears is impossible 
unless vers Luge stocks are withheld in v ears of good hai tests and 
released m those m which the ciop is lean 

Speculative Markets or Exchanges 

Speculation m these commodities is usually earned on ID- 
separate markets specialh organized, called exchanges ger.ei 'llv 1T i 
collecting centres or terminal maikets n here stockists and latge scale 
dealers tend to congregate Thus there ate to be found m impor- 
tant Mandies in all the advanced countries Gram, Cotton, Bullion, Metal 
and Stock exchanges We have in India Gram exchanges m Bombay 
and Hapui, a Cotton exchange in Bombav, and Stock exchanges in 
Calcutta, Bombay, Mad. as, Delhi and Kanpur Their organisation 
and methods of woik are vert largely stmilai A number of persons — 
from 1 few hundred to a few thousand — form an association or 
compam for pi ending a market place 01 Hall m which they meet 
fiom da\ to daj to puiclrese and sell among themselves either on their 
own account as jobbers or on behalf of non-membeis as brokers Tbev 
consist of both pure speculators and also those interested m actual 
delivery and payment such as stockists and manufacturers Bight to 
deal in the exchange is stuefch limited to membeis or their authorized 
agents, and a definite Set of rules is drawn up goternmg such matters 
as admission of nembers and methods of delneij ,md pajment and 
prescribing penalties ioi mfimgement of rales sc u to prevent, as far 
as possible, abuses and illegitimate piacticcs described later m this 
chaptei Confinement of dealings to members onlj and strict set 01 
rules of business axe necessarj to enforce fulfilment of large futures 
contracts entered into m a huirj by a mere word of mouth or pencil 
entries m pocket books Outsiders, if allowed to deal, may repudiate 
contracts proving inconvenient, or may prove unable to fulfil them 

t 

I 
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Members’ financial standing and integrity are known to eacli other 
while the rules of , business and their enforcement bv an elected 
managing committee ensure fulfilment of contracts, v itbout which a 
speculative rnaikot cannot function even foi n day 

However, limit ition of dealings to membois and of the numbei 
of such member*, dors not mean that transactions arc confined to them 
Thou«''nds upon thousands of outsiders scattered over trio whole 
•country and oven foreigners donctunlly speculate through the members, 
who act ns brokers at e very small commission Erclr member remains 
lesponstblo for all transact'ons effected by him either fox himself or 
for his customers, who mac bo outsiders In important esehangos 
liko the London fctoolc E' change members ire divided into two distinct 
classes (l) jobbers who po-sess enough tap'd a 1 and who therefore dcrl 
on then own account only and (2) brokers w’ho purclnso and sell on 
behalf of others onlv Tlrjs is necessary to prevent a broker fiom 
*che itmg a customer by purchasing the litters shines (or any other 
•commodity dealt m at a commodity exchange) at a low price or selling 
his own shares to t ho customer at a price higher than the ono prevailing 
an themirhot when the deal is put through Unfortunately this sound 
practice has not vet boon adopted by Indian stock and commodity 
exchanges duo to the volume of busmens being too small for any 
considerable numbers of mombers to net as brokers or jobbers only, so 
fhattliev net in both cipacities Another safeguard to protect tiro 
dealers in the exchange is that tho member, who wants to purchase or 
soil any puticular share oi security, goes fo « jobber and asks him to 
name the onec of tho securitv * ho is interested in wtliout telling 
-whether ho will jfurchuso oi soli Suppose tho secuuty concerned is 
TutaOrdmiry share Tho jobber will then quot- two prices, Say, 
Bs 290 — 291, which mentis that ho will pui chase at the lower and 
soli dt tho higbor figure, tho difference of Bo 1, called the jobber s tarn, 
represents his own pi ofit for tho ready soivico ho renders m mooting 
tho requiromouts of both tho piuctmsors and sellers This difforonco rs 
jisually made von' narrow by competition among jobbors 

t 1 

/Rttks of Speculation. 

' > Speculation is on tho face of it you riskv ,,it causes chances of 
{huge lassos ns well as high profits Ordinarily nil business — growing 
of crops, miming trade, stocking, importing, exportin' , manufacture. 
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banking — is risk} to the extent that prices nie subject to fluctuation 
between the dates of purchase and sale And tins usk has mcieased 
gieaflv in the modern age whore purchase, production and manufacture 
of goods uio mituted months and years ahead of actual demand Bub 
apecul ition, in the sense of contracts for future dohvon and their 
cancellation by covering or reverse transactions beforo the date of 
delivers, is specially rtsky m so far ns a speculator has, and takes 
advantage of, opportunities for oicrlradtug He purchases and sells 
quantities much bovond the capital it his disposal Bellas to find, 
not tho full quantity of a commodity ho has sold nor full price of the 

r 

quantity he has pui chased hut, onlv tho difference hot ween the sale 
and purchase prices, and a part at any rate of even this small capital 
mav bo borrowed Secondlv, not having tho lequisito capital the 
spaculatoi has to cover by the dato of the contract and pay or receive 
tho diffoiencc It is true he can carry ov'er^ot do what is called badla 
m Hindustani that is, continue tho transaction for another small 
period until the next settlement day For oxample, if A, who has 
pui chased cotton for Janunrv delivery at Its 200 anticipating arise, 
finds that tho price has actually fallen to Rs 190 but hopes it will use 
again aftor Ji.nuaiy, ho may soil in January at Rs 190 and purchase 
again at tho same px ice for March delivery Yot, m January ha must 
pay tho difference of Rs 10 por halo Badla is thus essentially a now 
transaction which carries its own risk of a further fall m price between. 
January and March At the most it gives to tho unfortunato speculator 
'tho consolation of better times in the futuie, which may not come 

The result of such over.tradmg and re|atnelv quiok and- 
compulsory settlement of accounts is rapid and heavv rises and falls ,of 
fortune for the speculators Millionaires are literally made and 
unmade overnight by speculation, and the chances of quick gams- 
attract all kinds of adventurers to speculation and lead to some of its 
worst evils A considerable percentage of tho outsiders, who enter 
into speculative dealings through member brokers, consists of persons- 
who know little about the trend of future prices Their dealings are 
in the nature of gambling — they stake their capital on the most 
uncertain chance of price moving in Jieir favour’ But speculation is- 
not gambling for the piofessional expert, who deals m futures on the 
basis of definite information in his possession He has knowledge nob 
-only of the existmg stocks of tho commodity he deals m but of the- 
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probable changos in its demand and supply through crop ropoits and 
othor information which roach him 'almost daily from the farthest 
corners of the v. oriel On this basis ho estimates the future course 
of prices and undertakes the deals like any othor businessman His 
knoWlcdgo and experience usually prove correct and ho reaps dns 
rewards In a few? cases, whore they proye yvrong, ho cuts the losses 
soon by royersmg the transaction and keeps ready sufficient resources 
to meet the losses actually incurred On an (average his operat Ons 
proye profitable to lumself and, as we shall see, beneficial to the interest 
of the community The dealings of the amateur or inexport speculator, 
on the other hand, pro\e injurious to the social as y\ ell as to bis own 

i > 

mtorest 

» t 

Bulls und Bears » 

Business ability and talent diffor from person to person ; so do 
tiro mteipiotutuins of crop reports and other information and the 
estimates based 'on such' information Some are more shrewd than 
others , if this were not so and all the speculators judged eyery factor 
equally speculation yvould stop A bad nows will make oyetybody 
a sober , a good piece of noyys will turn them all into purchasers Hut 
for each single transaction both purchaser and seller are needed 
Happily for the speculators, factois affecting puces aro many, nows 
come in lots and individual judgements about their combined effects on 
prico yary widoly Eyon if all of them fool at a time that prices will rise, 
which is rarely tiro case, they are apt to diffor in regard to the extent 
of such nso, so that those who think pnee will rise by not more than, 
say , Bs 10 par bale, begin to sell as soon as that rise has takon place, 
yyhile those who feel prico ought to nso by Rs 50 will continue 
purchasing until that limit m rise is reached By then their judge- 
ments and decisions may change and opposite deals may commence. 
This is yyliat actually^ happens in the daily life of the yarious exchanges. 

'■( > TO 

Those who feel at any time that facts, of tbo situation, such as 
future mcreasoiin demand or shortage an output * which they anticipate, 
yyarranfc a nse m pnco,*begin to purchase abd their purchasing then 
tends actually to raise thq price They are called bulls,,m speculative 
terminology eBut it is likoly that others at tho same time think that 
the 'sames set of facts will sooner or later lower tho price and begin to 
sell Their sales tend to push doyvn tho price or at any rate do not allow 

1 - i i. i 1 
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itftorise as much as it would if their estimates bathed with tho=e of 
the bulls The} aie called bears -But speculates ale not divided 
into two distinct classes of bulls and hears as members of an impor-, 
taut exchange are divided into jobbers and brokers A bull m cotton 
may be turned into a bear by a single telegram anouncing favourable 
■weather and a iaigei. yield m an extensive cotton growing region 
Thus the experts/ differ and price fluctuations and then attendant 
risks continue Tet those moie informed and sinew d win in the end 
and jiush the puce towards tne right or normal level 1 <, . 

' I j 1 

Option Dealings 

* 1 i “ / 1 \t 

The losses and gains resulting from price fluctuations and taken 
over by the speculators as a class aie spread over a large numbei and 
made hearable by the process of diffusion In a rising market no set of 
bulls waits till the rise stops , m a falling market no set of .bears sits 
idle until the puce has reached the .bottom They, are constantly 
covering and sharing among one another the profits and losses of uses 
and Jails m prices , h t 

In this process 'of shifting of gains and losses" opt ott ’ dealings 
(called in Hindustani)', which form a part of most specula 

five markets, are of gieat significance They provide to the speculators 
a device by which those who like can throw the whole or part of the 
risk on to their other companions willing ‘ to take ifi at a puce called 
the premium Thus a short seller may buy fiorn another speculator 
or perhaps a stockist at the same price at which he has sold not the 
quantity he has sold but the right totny, (termed the call o p'ton), that’ 
quantity at his option within a given period by just pay mg a ’ premium 

1 5 1 t ( \ i J ", J 

at so much por bale or other unit If the price rises, instead of falling 

- 'I 1 » v it* *" 

as he expected, he avoids the loss by exercising the option to call for 

- " -/>< ) l j t , l 

delivery of the quantity from the seller of the option But if the 
price does fall he ignores the option and loses the premium but 
makes a profit by covering his sales at the lower price - He thus 
bouts his loss from .rise m. price to the extent of the premium paid 
but keeps unlimited the ..chances of profits from a .fail in price* A 
bull operator, who buys long at a certain price, may on his pait buv, at 
the same time a put option,' that is, the right to sell a similar quantity 
at the price at which, he has bought dor forwatd delivery by the date 


♦See example given m the next paragraph' 
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• of deliveiy if he •wants to do so •? I f the price rises < he sells and. takes 
"the profit, ignoring" the put option he purchased Of course the 
ipremium paid' for'the option lapses But if the price falls, his* loss 

becomes limited to the .premium paid, foi he ,then exeicises the option' 
. to sell the whole quantity he bought at the price at winch he bought 
it In the absence of such an option he would, have been compelled 
"to sell at the lower price and bear the whole loss equal to the difference 
‘between. the puichase .and sale prices The < manufacturers and 
stockists of matonals iffay also purchase call and put options repectrvely 
at the pievailmg rate of piemium foi quantities! they want .to purchase 
•-or sell, thus limiting their losses and keeping gains unlimited 

< ! ’i f > 1 i i i > i i _ i 

f Some • speculators )pay at times trv, to make unlimited piofits 
without e'ther buying long or selling short and vet limit the losses to 
Ilevels considered safe bv them This they can do by buymg a put 
<tnd call option oi double option by paying 'if" double “premium oi 
ohaige for the'double right ' The pmchaset of a double option has the 
right to eithei purchase or sell the uagieed quantity at the -agreed 
, price withm a gnen peuod-of i time, say, between the dates of two 
settlements 1 Supposing he 'pays Bs 2 pei .bale - Be 1 for call option 
and Be 1 foi put option — dnd contracts to puichase oi sell 100. bales at 
_Bs -200 within a month . He then, pays Bs i'200,in iall Jf, the price 
--rises oi falls by notmore than Bs, 2 above and below Bs 200, .he gams 
nothing by" exercising either of 'the two options' of "and doses his Bs 200 
, paidas prenntim fbr double 1 option But if the puce rises or falls by more 
■than Bs 2 withm the month he makes a profit" "Supposing the price 
nses'tO'Bs 2 i0i he exeicises th6 Calluoption and.puichases fronTthe 
^seller of the' double- option^ 100 bales at Bs 200 and sells them at 
Bs 210, making a profit oBBs *1000 on the deal' Deducting the Bs 200 
paid as > premium, his net profit will he Bs 800 He 'will make the> 
same net profit even if the puce falls by iBs B)to Bs 190 For he 
will thenbxeicise the put option and sell to the seller of the option 100 
bales at Bs 200 and puichase them fiom some ‘one 'at the prevailing 
price of Bs 190, w hich means . again a profit tof Bs, 1000, 'B fit’ the 
suta of Bs,(200 already paid as double piemium . v, dl have to be 

• deducted, leaving Bs 800 as net profit 1 , r - 

’ r The loss 'is thus limited to the the amount of the premium but 
gam remains unlimited And capital needed is itself 1 ledueed ’ to' the 
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■Amount of the piemium as sales and purchases are cancelled and only 
difference received as profit Option dealings thus look to be ai-very 
profitable proposition at a very small risk But in practice this is not so. 
The sellers of options are clever people who ti y to earn profits for them- 
selves at thenxpense of the purchasers of options If they find that 
fluctuations are likely to be wide they will raise the premium For 
example, if the premium were Rs 5 per bale par option or Rs 10 per 
bale for double option the purchasei of the option will make no profit 
until the price either rose or fell by more than Rs lO per bale If it- 
lose or fell just by Rs lO,<lm gam will be just equal to the premium 
he has paid, leaving him with neither gam nor loss But jf the price 
fluctuated withm a range of less than Rs 10 on either side he will be 
a net losei But the seller of the option will have pocketed Rs 20Q 
paid as premium bj the purchaser ' - ' 

/ i 

Speculation and price. 

The effect of speculation on price is broadly to equalize it over 
a period of time, say, between one harvest and another of an agricul- 
tural commod’tj Any shortage of supplv ■■ in the future, indicated 
by smaller acieagd sown 01 bad weather in one . or more of the 
producing regions or countries, will start bull operations and raise the 
future price Similar will be the effect of any anticipated increase 
m demand And then the 1 present or spot price cannot but be affected - 
similarly If wheat<price ruling in October is Rs 25 per maund and 
March price becomes Rs 28 in the wheat exchange, the stockists and 
wholesale dealers Will sell for March delivery at Rs 28 rather 1 than, 
at Rs 25 immediately Even retail transactions will stop until the 
spot price becomes Rs 28 On the other band, if future supply is _ 
estimated to be larger or future) demand to be shorter than usual, bear 
operations m Maich and April futuies will gather strength' and push 
down the puce, say, to Rs 22 for wheat deliverable in those months’ 
It will then be to the interest of every stockist or owner of wheat tlia- 
ttis to cleai his existing stocks at any price that is not below Rs 22, for 
no better price can be obtained if he waits Thus the fall in the futures 
price will be immediately communicated to 'the spot 1 prices in the 
wholesale and retail markets _ _ > i 

< This means (1) that the price that is i likely to prevail_in the* 
future, that can at all he foreseen, is at once registered 1 m the specula— 


tn e market, (2) that spot price is immediately brought into conformity 
with the future price, (3) that the spot as well as the future prices oh 
a commodity, m which' speculation exists, are determined by the forces 
of demand and’ supply as acting 'm a concentrated manner m the 
speculative market; and (4) that sudden jumps or abrupt changes in. 
price are prevented to the extent that 1 their causes begin to act on, 
price much before they actually occur m the fields of consumption and, 
production There is a fifth development’that needs notice '(5) Al- 
though abrupt breaks in prtce are'smoothed out, minor fluctuations- 
becstne very frequent The ‘ speculative market being the 'nearest, 
approach to a perfect market, becomes naturally' sensitive like the 
seismograph, registering immediately the slightest tremor felt m the 
spheres of supply and d_emarid, occurring thousands of miles away homi 
the place of its location. Thus it is a fact that ptices on the 'commodity' 
and other exchanges fluctuate fiorn hour to hour with the slightest 
indication of any factor likely to affect demand or supply 

An important point that emerges from the foregoing account of spe- 
culation is that speculative demand has as much effect on price as the 
demand of the wholesale and retail deateis and of consumers who take 
delivery and pay the price Same is the case with speculative supply 
Whether an actual producer or a stockist of cotton sells in the market, 
or a mere speculator who has no stock of cotton on hand,' price does- 
fall But the effect of speculative demand and supply is temporary 
m >so fai as every bale of cotton purchased by a speculator is sold, 
sooner or later and all his short sales are later covered by puichases 
The levels of puces, settled by his demand and supply from time to* 
time, are usually confirmed m due couise by ’the demand and supply 
of the ultimate consumers and, produceis of the commodity In fact,, 
the demand price of the speculators and other intermediaries foi any 
commodity is based on- tbeir estimates of the demand price ,its- 
consumers will pay , and if a speculator oi a stockist is willing to 
sell a commodity at a certain price it is because be feels that the actual 
pioduter will have to accept that price as soon as the causes anticipated 
‘by Ivin 1 have their effect felt "‘If and when therefore his forecasts- 
aboufc the actual demand and supply prove wrong, the prices- 
determined by his deals candt be maintained and he is bound- to lose- 
heavily Over-estimation and underestimation' of actual demand or 
supply by a speculatoi are sure to make the price move in the wrong 
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-direction tor slum at any rate and to bring him loss m place of gam 
Thus tbe ultimate determination of the ltvel of price rests on the 
strength of ithe demand and supply of the real consumers and producers 
and not of the speculators or even dealers Of course, these latter can 
■prevent the forces of reduced demand and increased supplies from acting 
-on price to the extent of their, ability to hoard stocks "with the help of 
•their financial resources They may also keep down prices for a while 
.by releasing stocks previously hoarded But they can neither go on 
hoarding continuously mcteasmg flood of supplies of perishable food 
grams at any late, nor can their hoards, however large, last for any 
length of time and prices do find their true levels soonei or later , It 
•cannot however, be denied that the miscalculations and manipulations 
•of the speculators do make the price diverge temporarily from its 
•correct level 

The effect of speculation m a commodity on its price may be 
itranslated in terms of demand and supply curves Thus any’ 
anticipated increase m demand will shift the futures demand curve 
above the piesent one , and any futuie shortage of supplv w.ll shift ‘ ' 
.the futures supply curve above the existing one The two will then 
intersect each other at a higher point, which means a rise in the 
rfuture price The curves representing the present demand and supply 
-will themselves then tend to coincide with their future counterparts 
dnd raise the spot price Conversely, decrease of demand and increase 
of supply anticipated by the speculators will shift both the futures 
•curves below the positions 01 the piesent ones and a lower future 
price will lesult ' Sooner than later the curves representing existing 
•conditions of demand and supply will approach and coincide with their 
•coriespondmg future positions and lower the spot price The 6 fleets of 
•other situations such as simultaneous increases and decreases m -both 
<di mand and supply, may easily he worked out > 

‘ * i r * 

fldvan ages of Speculation 

Speculation does not only provide those engaged m it with an 
extensive field for the gainful employment of their financial resources 
.and specialized talents It proves beneficial to the interests of society 
and that in three important way s viz (l) prevision of a , continuous 
market , (2) opportunity offered to actual producers and dealers jm a 
commodity to a\o,d risks of price fluctuations , and (3) regulation of 
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*p£rattons of the traders and producers of materials and of thetr 
•manufacturers 

Avoidance of Risks of (Business by Hedging * Admittedly 
the risks of business of most types have increased enormously 
iyith the extension of markets and production on a large scale p 
in ant’cpation of demand The manufacturer is evidently exposed 
to the nsk of the prices of his products falling below cost if the price of 
rav. material falls between the date of his pui chase of the material and 
sale of finished goods The various dealers m agricultural commodities 
purchase them at the time of the harvest and stock thepa for sale 
gradually or in one lot in the expectation of a profit, but the price mry 
fall and result m loss And the fall in price affects adversely even the 
growers of crops and producers and stockists of minerals and metals 
m so far as their costs have been higher than the prices obtainable 
If of course prices rise they make exceptional gams 

But producers, manufacturers and stockists are or should be interest- 
ed m smooth running of their respective businesses at normal margins ' 
■of profit , they are not speculators If they undertake risks of price 
fluctuations their business becomes subject to stoppage or complete 
breakdown in case of loss and perhaps feverish increase of output in 
case of exceptional piofit Both are injurious to the interests of the 
consumers, who expect regulai flov, of goods to satisfy their custom irv 
wants \ businessman himself d slikes these ups and downs unless he 

l ( 

happens to be a speculator But a speculative factory owner will 
sooner than later ruin his business and peihaps be compelled to join 
, one exchanges, which is the proper place for a person of his 

\tempe lament The normal man of business, whether he is a producer, 
'‘stockist or manufacturer, will always like to avoid these risks if he at 
all can -\nd the speculator is eveT there to meet his needs 

This process of protecting themselves against price fluctuations 
by various types of businessmen is lightly termed hedging They 
hedge themselves from risks of loss as the hare hedges itself against 
risks of semure by hounds Hedging m this technical sense meins 
selling against purchases or purchasing against sales more or less 
Simultaneously so as "to avo’d exceptional gams and losses and >secure 
the rate of prdfit normal to the trade Thus the manufacturei, who 
ihas purchased in the season 3,00, -000 bales of cotton normally spun bv 
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'his factory m a year, at sav Bs 200, may soil immediately to a 
speculator m the cotton exchange similar quantity for future delivery 
at Bs 202 "* If the price then falls to Bs 150, he will be compelled to 
sell his yarn at pioportionateh lower puces and incur a loss on such 
sales But the loss will bo made good by profit on his sale m the 
speculative maiket at Bs 202 Before tho date of delivery he w ill 
purchase 1,00,000 bales at the la wer puce of Bs 150 and deliver them 
at Its 200 each The stock of 1,00,000 bales purchased mitiallv'in the 
seison will of course be utilised m the factory' In case the puce of 
cotton uses to Bs 250 the price of varn will rise proportionately and 
he will make an exceptional g-un from spinning , but it will be 
cancelled by Ins having to puremse 1,00,000 bales at the higher price 

ofBs 250 and to deliver them to the speculator to whom he sold at 

« 

Bs 202 In oither case ho will be left with the normal rate of profit 
yielded by a spinning factory 

A manufacturer of jute, who has agreed to supply a given 

4 -quantity of hi gs to one or more flour mills at a price fixed in advance 

on tno basis of the price of jute at the time of the contract, may simulta. 

neouslv enter into a hodge contract m the jute exchange for purchase of 

tho appropriate quantity of jute at the ruling price and thus avoid the 

loss fiom tho rise in the price of jute It is of course evident that 

if the price of jute falls the opportunity to purchase jute at the lower 

puce and to make laiger profits wilL also be lost, the stock of the 

roquired raw material having already been pm chased at the higher 

price It may be noted that the cotton manufacturer of oui example 

purchased and sold cotton, his taw material, at more oi less the same 

price , the jute manufacturer sold jute bags and purchased jute at 

pness m harmonv with each other Such contracts are entered into 

by manufacturers m actual piactice 

\ 

The practice of such hedging is also common among stockists, who 
mav sell foi future delivery each lot as thev purchase and put into 
stock Tho difference between the puce at which thev are purchasing 
during tho harvesting serson and the futuie puce will normally be 
onough to remunerate them at a reasonable rate or else they will stop 
purchasing until th8 difference is again bi ought into relation with the 

’ "The future price at any time is normally' higher than the spot 
price to cover costs of stocking 
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costs of storage, including interest on capital and loss by deterioration- 
Here also -we see simultaneous purchasing and selling at more or less 
similar prices Hedging against risks bv manufacturers and stockists- 
as well as speculators is also possible, as we have seen, through 
purchase and sale of options Hedging is thus seen to be “protecting 
one s self from loss by betting on both s’des 

These opportunities, provided by the speculative market to the 
stockist and the manufacturer benefit the consumer b\ lowering the 
prices of food, cloth and othei manufactured goods For m the 
absence of such tacilities each of them will have to charge a higher 
price for his services to cover the lisks of price fluctuations The- 
cotton manufacturers will charge higher prices for cloth, the jute 
factorv for bags and the flour miller for the flour that he puts m the- 
maiket Thus in the complicated piocess of the movement of goods 
from the growei to the consumer m this ag i of big business we find 
the speculator as r necessrrv link m the chain He takes upon his 
shoulders the i>sks of pr’ce fluctuations and fiees the actual pro 
ducarsto cany on their lespective tasks with certamtv of normal 
rewards foi their outlays in labour and cipitaL He insurer^ a factory 
ownei or stockist against risks of price variations as an msuiance 
company insuies them against losses fiom ine or other risks and his 
rewards are m the nature of premiums paid for providing mdemmtv 
against losses The speculator s resources act as buffers between the 
"producers and consumers, absorbing the shocks of price fluctuations 
and preventing, to a considerable degree, their communication to the 
industrial aud commercial machmerv His readiness to purchase and 
sell and to meet the losses incidental to the fulfilment of his contracts, 
makes the pioductive machinery iun contmuouslv and at a lower cost 
to the community 

f 

1 Regulation of Production and Consimphon There is a wide 
gap of both time and space between production and consumption in the 
modern svstem of ^industrial life Millions of producers" — rowers, 
transporters stockists, manufacturers and distributors— take part an the 
process of dehvzHng ike goods to the consumer Tbev alltake 
decisions and work lndependeutlv of each other without the existence 
of any machinery available for eithei consulting the wishes of the 
consumers or coordinating their own activities In this otherwise 
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ch otic situation it is tho puces cf their lospectiye guods md sei vices 
ithat provide guidance to each and bring older and hai atony m then 
activities A high price piomises good piofit ,md mates the gioweis, 
manufacturers and various mteimedianes to redouble tlieu effoits , a 
Jow, price tends to slow down the speed of then actrvit es 

To the extent that speculation helps to leg stoi correctly the 
utuie price months and sometimes yeais ahead of pioduction and con- 
sumption it proves a good guide to tho consume! as well as the producei 
Attention to the coming shoitage of supply is diarvu by the use m 
puce resulting from bull operations The consumer starts pui chasing 
less and theieby helping, though unconsciously, in conserving the 
existing stocks , the pioducer on his part tnes to increase production 
rn his own interests and helps m augmenting the futuie supplies or 
reducing the expected shortage Both processes no necessaiy in social 
' interest and they atw helped by the speculato/s actitities Again a 
glut expected in tihe future supplies starts beai sales ai d lowers 1 the 
■price, both spot and future The consumers increase then 1 purchases 
and producer's attempt to reduce their output each m Ins own interest 
The existing stocks aie consumed at 1 ' a highei rate pel day or -week 
while the late of output pel day 01 week is reduced-; the' future glut 
-and crash of price are prevented rlong with the bankruptcies 'and lrreak. 
s downs of productive enterprises that ’ aie a'necessaiy consequence of 
-such gluts and price crashes Says Pi of Taussing 'The fundamental 
effect of speculation is to piomotc tl e establishment oi ‘-he equilibrium 
-of supply r tnd demand ! It tends to make daily market press confoim 
to the seasonal maiket price and to make the season d uniket price 
such that the wliole -seasonal supply is disposed of In the economic 
stage in which market is limited to a small area and goods hie 
produced to order theie is no ther need noi existence- 1 •'of speculation 
' More or less similai situation obtains 1 m a shictly planned economy 
' where 1 production and consumption aie coordinated b\ central authority 
! In between the two lies free economy of to lay m which price remains 
’ the invisible > coordinating 1 authority It may be that economic life is 
“ imovmg back to the ' state bi' production to ordor, complications of 
1 mactnne production notwithstanding <- ' 1 " j 
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Even the stock exchange soeculaticn in public loan bonds and 
shaies of companies is not m unmixed e\il is his been aTgued bv 
Prof Clay * Speculators in stock exchange seem i ties do help the 
investor by giving an indication ot the futuic piospects of a security 
much m advance besides piovidmg a continuous maiket m which he can 
quickh and conveniently lealire his holdings m case of need Without 
this facility he will have some difficulty m puichasmg while the diffi. 
culty m selling may deter him from investing even i- neve companies, 
which Prof Clav idunts to be a justifiable opemtion Not only com- 
panies hut public authorities themselves are able to raise funds agnnst 
new securities because speculators are theie to take and hold them in 
the hope ot piofats until the real investor is leady to purchase them 
Again the speculator s anticipations about futuie piospects of an mdustrv 
jnd tbe fluctuations ciused in share values br such anticipations aie a 
help to the mdustiialists and comp my promoters m making their deci- 
sions about extensions and contiaetions of then opci ations m vnir-cs 
lines of productive enterprise 

Even speculation in land is justifiable to the extent that 
speculators purchase and develop land foi cultivation or ~ building 
construction in tbe hope of demand increasing in the future They 
bring it in a state m which the farmei and housebuildei can 
commence their respective opeiations It is tiue that speculation 
m land cannot expand or contract outj ut because 1 md is not pioduced 
But its development does expand and contiact accoidmg to changes in 
demand as foieseen bv the dealei in laud Those who extract 
minerals fiom the deepei 1 vyers of the earth oi wheat and cotton . from 
its uppermost cnist we call soil aie also m a sense developers of natuial 
resources and not ei eaters of anything th/j did not exist befoie 
EvH 3 of Speculation . ? 

Speculation like am othei state or pm ate 1 business activity is 
open to abuse and likelv to h inn social mteiest more than it promotes 
sucb interest Economic contiols liable to comipt prictices by officials 
and businessmen provide m example m the field , of public activity 
Abuses of speculation ire of two types (l) Speculation by the inexpert 
or amateur speculator who has no knowledge of the future courses of 
demand and supply oi who has insufficient equipment m the matter of 
intellect and experience to interpret the information he possesses and to 
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Sometime 1 ; oven deliveries ol whole supplies thus pmchasod may bo 
taken and payment made fiom the hugo losouicos marshalled in aid of 
the campaign This is called cornering c / supplies which enables 
fancy prices boing ebargod fiom the boars 01 shoit sellers or ovdn 
consnmors This is called a bear squeeze 

(b) Bear raids or largo sales undoi taken to lowor prices 
•without w oxpocted glut in supplies 01 fill m demand and 
to cover it tbo low T ei prices so ns to m ike profits at the oxpenpo 
i of bulls 'lhoso two-fold piacticos nm not bo taken as sonous 

If their offocts woro limited to the mutual squeozos between 
bulls and boars Unfortunately then loporcussions aio widoi and 
affect adversely both pioduction and consumption Undue nso m puces 
lesulting from unfair bulling reduces consumption and increases 
pioduction so long as the corner doos not burst When it Hoes health 
of tho economic inachinoiy is lestored but not without bid aftereffects 
' Undue fall in prices in its turn mcioases the late of consumption and 
reduces that of production, making tho gap between the two wider which, 
when discovered, leads to huge shortage in supply ind unprecedented nso 
5 n price It is bound to cause under-consumption and unemploy mont 

( 3 ) Promotion o! get-nch quick mentality nn'd spirit of 
< g irnblmg is another evil of speculation It makes so many people 
■e\poct rovvaids out of all proportion to then 'outlay s m labour and 
capital Tho mtorests of the coinmumtv require, on the other hand, 
that row irds 1 should be proportioned to efforts The ‘professional 
speculator docs propile for, and devote time, enoigy and capital resources 
to, his specialized yob Legitimate speculation on his part is essentially 
productive labour and his rewards, even though high, are really 
earned > 1 

r Oj.i ' > ' , ' I ,!l ' 1 ' t, " , i 

^Control of Speculation 

, I Because of these evils some have advocated comploto ,piohibition 
' of all speculation But lecogmzing its functions and sci vicos in a free 
economy such a step would evidenth be injurious , nor would it bo 
possible to enforce it Speculative deals may continue secretly, 
particularly because actual deliveries and payments are absent 
Clearing of dtfferet ces ampng gainers and losers can go on tn cash 
without detection and with great loss to tho public treasury m so far as 
speculator’s incomes like the black profits are bound to bo kept secret 



( 229-, ) 


■ The really desirable measures agamsfc speculation are those that 
prevent undesirable dealings, vre, (al Dabbling by outsiders and those 
with resources insufficient to fulfil their contracts and (b 1 Illegitimate 
practices of the expert and financially strong The 'daws >of the state 
and bye-laws of the exchanges do attempt to do this by enforcing’ 
publicity of contracts and prices at which they are ^entered into from 
day to day Deposit of propei margins and their maintenance at lor els 
dictated by pi ice fluctuations fiom time to time is another device 
usually enfoiced by rules of business and sometimes by legislation 
Par waul business is sometimes piohibitod The Calcutta Stock 
Exchange allows only sfiot transactions, insisting upon delivery and 
payment within a few days of the contract But theio is great 
difficulty experienced in piacfcice m enforcing it m the face of 'collusion 
bv t ho dealers And rf enforced, it .will reduce the strength of the 
speeuhtiye forces that act 'lightly on price along xvith those that 
peuerb it A remedy that is less directly effective but more thorough- 
going is the rousmg of public conscience against all sharp practices and 
" motives of making money bv any means 

Hoarding and Profiteering , 

Gonsidoiation may here be given to the war time pheno- 
menon of hoarding of supplies It is akin to steculatrze cornenug 
m, peace tune with a view to create artificial scarcity and to 
make exception il profits from the inevitable rise in price much 
aboxo cost or purchase puce There is, however, some real 
difference between the two A cornel of supplies m normal times 
and its effect on puce cm only be tempouxry The consumer” 
incomes m money being stable, the corneled supply cannot be disposed 
of except at its marginal vendibility which is not raised by the corner. 
The couiorers may succeed in making profits at the expenses of bears, 
who <tro bound by contract' to coyer their sales at any price demanded 
by those able to sell to them, yvho happen to be the cornering bulls. 
But as actual supplies are released price falls oven below the level it 
yvould have attained m the absence of a comer , for high prices during 
the course of the comer increase the flow of production and reduce the 

* c * 

rate of consumption Ordinarily corners are too short-bved to produce 
such an effect on any' appreciable scale 

But hoarding tn war time is positively and continuously profit- - 
able m so far as inflation causes a constant expans on m money in-' 



comes of the consumers as a whole Margin il aendibility or social 
niargmal utility of the hoarded supplies m teims of mom y go s on 
progressively using and hoarders are not called to account us comeiers 
are by the complete absence of response from final consumers 
Naturally intermediaries are also willing to offer higher prices 
Undoubtedly, hoarding is undertaken foi profiteering, i e , selling at 
puces highei than cost ttj the manufictmer 01 dealer as the case may 
be To the extent that costs use due to inflation price ought to rise 
for the noimal output to be continued, but eaen this rise is not 
necessary m the case of stocks produced in the past at a lower cost 
Unfortunateh it is not possible foi the state to devise machinery for 
distinguishing between the old and new stocks unless the former are 
seized and rationed at lower prices while current output is allowed 
to be sold freely' at higher prices Meie fixation of diffeient prices for 
old and new stocks will be ineffective because of the law of maiket 
price to be the same for the same goods at any time 

Ethically and politically hoarding and profiteering aie condemned 
try public opinion as an attempt to profit at the expense of the nation 
an distress Let us examine some of the economic implication* of the 
phenomena, that is, see it in the light of the economic foices of 
-demand and supply without, of couise, pronouncing its justifiabditv 
■or otherwise (1) In so far as demand puce mcieases through 
inflation of puicha- ing power rise in maiket price looks natural to 
4hc economist , its rise later to the extent of use in costs or supply 
price is conceded by public opinion as well as public authonty under 
a system of private enterprise (2) But the use of the maiket puce 
above cost temporarily and the accrual of extra piofits to ttie foitunite 
holder of stocks also look natural to the economist — as natural as fall 
of price below cost and accrual of losses to the unfortunate holders 
during depressions caused by deflation The public ought not to , 
grudge extra profits if it is ,not willing to provide unusual losses , the 
one compensates the other (3) Speculative hoarding and immediate use 
m puce have their own benefits to the extent that they reflect the 
inevitable future rise Apart from the fillip to output, it checks eon 
sumption m the present and helps consen e stocks for the more important 
future uses Limited Stocks of a drug like cibazol sold below economic 
puce through ‘control’ may be exhausted by use foi minor ailments like 
ordinary colds and become unayailab’e for seuons complaints like 
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pneumonia in the futuie, (4) Again, rise in mone\ piofits of the 
businessman is only nomiml-not leal-to the extent that the gene) al 
leiel of puces uses Exceptional giofil should he estimated not only 
after taking into considei ition use in the costs of the producer and 
the doalor but also usos in thou costs of In mg 

This puiolj economic anahsis does not necossaulj justify 
delibeiato anti-social activities of tho hoaiding profiteer The 
economist -will bo as much pleased as m^bodj else if pituotic and 
ethical molnes induced xolunmry foiegoing of oppoitumties to make 
exceptional profits- All attempts to o\oke these instincts should of 
course bo made , they lime a deimito place in the piogiamme of 
adjustment of hfo as a w hole fiom puco to wai stite But m so fai 
ns economic motne of seli-mteicst pioves stiong the stops taken 
against hoaidmg and piofiteeimg sliould he well thought out md 
applied vuth caution The most offoctne romoda would be foi the 
stite to take o\oi pioduction" if tall possible But so fai ns this' 
is found impractieablo the intoimodiato moasmes botwton complete 
nationalisation and full fieodom of pm ito ontoipi iso should allow 
tho functioning of tho economic maclunoiy its choking should nfc 
any rato bo avoided Tho public nutboul\ is forced to locogm/e this 
in practice, , 


CHAPTLB XIX 


MONOPOLY 

Part IV <>» the book deals with the economics of exchange of 
which the them \ of value forms the cential problem The theory it- 
seli and tlie mmnei m which it woiks undei competition have been 
examined in the hst few chapters In each particular c se of value 
determmatioi — jo nt demand joint supply speculation, pi ice control 
competition among buyers and competition among sellers weie assumed. 
In this ch ipt x e have to see how value is fixed under monopoly- 
conditions lh- subject is of gieat economic importance not onlv 
because pub! c opinion abhors monopoly for the toll it levies on the 
consumers but iso because combinations in industry and rise of big 
business have tended to mciease the field of monopoly and the scope 
of its good and evil consequences to society , 

The Nature ef Monopoly 

Monopoly denotes absence of competition Wherever we find 
m a market one seller and manv buyeis we have an example of 
monopo r y of sutifdy , we max harj^monopoly of demand if many 
competmg sellers find only one buyei to whom they can sell 3? or 
the existence of monopoly' it is not however, necessary that theie should 
be only one buy er or one seller If ali the sellers of a commodity 
combine or agree to stop competition among themselves and to sell as 
one body monopolv of sale auses For example, the Tongawallas at 
certain Eailwev Stations agiee not to outbid one another Similarly if 
all would — be bidders at an auction come to an undei standing and 
decide not to go above a certain figure monopoly of purcl ase results 
Thus the essential featuie of monopoly is the power to /influence price 
It max be noted that production or manufacture may be competitn e, 
and yet there may exist a monppolv m sale or supply if all the 
producers sell their output through a single firm or company' appointed 

232 
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as selling agents Thus cement produced by most of the Indian cement 
concerns is sold by the Cement Maiketmg Company ‘of India Ltd , 
which has been formed by them foi the purpose In actual piactica 
monopoly of demand 01 purchasers is very rare if only because ultimate 
purchasers, the consumers of most commodities , 1 ! are innumerable and 
scattered An asso 6 iatiqn of electricity consumers of d‘ city rhay be cited 
as an example Monopoly of sale is, hoveVei, more common, of which 
an} number of examples will occur to thk reader ‘ Thus’ most 1 books 
that we read are monopolies of then publishers' The Post office is’ a 
monopoly because none but the post office'has the legal right ‘to deliver 
other’s letters on payment , supply of electric cUnent and running of 
tiamways in cities aie ev idently monopolies of sale It is 'possible to 
conceive of a two sided-monopoly in which both 1 sellers and buyers 
bargain collectively Thus in some mdustnes oi localities 'like Kanpur 
we have a Labour Union and an Employers’*. Association In such a 
case the power of the emplbvers as purchasers of labour ‘ to lower 
wages is counter-baLnced by the power of the labourers as sellers, who 
act as one body ’ ' “ t 

1 i < ^ , i 

In the case of a onesided monopoly, however, the, power to 

m flue ace price in favoru of the monopolist is quite -substantial even if 

the monopoly! us not absolute but t only partial ’Thus ,the ’ Indian 

Sugai byndicate controls the output of the U P audvBihar Sugars 

factones only, and yet it can raise pr’ce because the number of factories^ 
J ' SI f ‘<K / i i > j •?>;, - C? 

outside the two Provinces and then output are relatively so small a 

proportion of tho total output that they cannot supply the needs of the 

whole country and bring down the price even if they wished r to do so 

Once their supply is exhausted at a lower puce 1 , the t syndicate can sell 

at a’much higher puce In such a case the,, othei factories find it to 

then interest to charge the higher price fixed by the Syndicate , , 'I 

Jll • ' 'I 1 ‘I I ^ ! t / 4 ' 

So -long as .competition prevails monopoly ought , not to ,be sup- 
posed to exist .Thus there is no monopoly m the ..economic^ sense 
eithor in the production of jute or in its s manufacture m India There 
aie lakhs of jute giovveis competing with one anothei in the sale of jute, 
and theie r are hundreds of independent jute mills pioducihg and selling 
jute goods" In so far, however, as all ’the Calcutta Jute Mills ‘have- 
joined the Indian ‘Jute Mills ’'Association,' which' regulates' output' 
through its Conti. ol ovei weekly hours of working of the member mills 
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and maintains theiebv price of juts goods, we do have some degree 
-of monopoly ra jute manufacture "When, however the, man in the 
stieet speaks of India s jute monopolv he speaks in. the geographical 
and not economic sense unless he has m mmd the above-mentioned 
association of jute factories 'With the partitioning of India even the , 
geographical monopoly m the production of raw jute has of course 
ceased to exist The essential characteristic of monopoly is then unified 
control over output or supply and the poicer to limit it and raise 
price But 11 supph is naturallv limited as m the ease of agricultural 
Jand or mines, and y et owners are mam and competing m selling or 
leasing their own plots of land and mines we have no monopolv Hor 
is the popular idea of mdentifymg monopoly with big business 
conect Thus the Tata Iron <v Steel Co is a very laige concern and yet 
it is not a monopoly m so fai as other steel concerns exist and compete 
with it Agrain, monopoly in the leal sense ex.sts only if it extends 
to the whole of the market and does not if it is confined to a small 


part of it Thus even if there is only one shop foi iron goods m a 
-village or for pro\isions in a city mohalla there isnomonoply, as too 
high a pries chavged for the commodity will provoke competition and 
bung down the price to the cost including transpoit and othei necessary 
charges incidental to the running oi a shop It is of course tiue that 
monopoly does exist locally over the period during which such com- 


petition does not arise 
) 

'Classification of Mor 


Monopolies 


The jVar ous types 01 monopolies oi supply mav be classified m 
-three ways — 


\N) According to ownership and operation we have 
(1) 1'uhhc monopolies owned and operated by the state such as the 
Post Oifioa in India and othei countries and most of the Municipal 
Watei .Works Here tliemotncof monopoly is public benefit rather 
than profit for the state , and (2) private v onopol es run by firms or 
companies 1 for profit ot their owners It is these which usually act 

against social interest and need conti ol or regulation b\ the state 
\ , , 

(B) According to area of operation there are (2) Local monopol°e$ 
like the Agra Electric Supplv Co„ Ltd confined to the limits of 4gn 
IMumupalltv and Cantonment Boards, (2) National monopolies like the 
Undisn Post Office operating within the territory, of the Indian Union 
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and (3) mi ernut tonal monopolies like the patents and copy lights of 
machines and books leeognized by many ' countiies Many combina- 
tions become national monopolies if foitign competition is eliminated, by 
high piotective duties, e g , the Indian Sngai Syndicate , ,, 

1 < r ' n * , i 

(0) According to causes or conditions giving rise to monopoly 

i ’ll I 

This classification is moie impoitant fiom the point of view of contiol 
and xegulation Accotding to ..causes all monopolies fall undei two 
main heads (1) Natuial and (2) Artificial 

Natural Monopolies are those which anse tlnough natuial 
causes, and which are therefoia inevitable Among these theie 
aie two types (a) / pose based on natural limitation of the 

source of a mineial oi othei matenal Thus diamonds aie found 
m a veiy limited legion in S Africa, and it is not possible for 
a numbei of competing concerns to opeiate Sinulai is the case 
with a spa oi mmeial spung yield ng water containing paiticulai 
medicinal oi other qualities (b) Those m ichich comjetition is either 
impossible or uneconomical Thus it would be rerj inconvenient, if 
mot impossible, to ha\e the loads of a municipal town ciowded with a 
numbei of sets of separete poles and oveibead wiros caiiyrag electiical 
enoigy, pioduced by different electric supply concerns oi to have a 
numbei of sets of undeiground watei mams foi competing water supply 
companies And even if it was posible to allow this, cost of production 
per unit would be too high as each concern will jnoduce and meet only 
a part of the total demand If these concerns opeiated in exclusive 
areas of the town there will still be monopoly' accompanied by the 
wastefulness of small scale pioduction Thus wheierer theie is scope 
foi appreciable economies m costs until the whole supply is produced 
by one concern monopoly tends to prevail One of the important ' 
conditions of such industries is costly plant md high fixed and low 

> l I i i i 3 { 

variable costs pei unit This is the case with Hallways, Harbours, 
Tramways and othei concerns generally called public utility services 

f * 

In these cases both the public and the state recognise the fact and the 
result is the ’establishment of a public monopoly oi a private monopoly 
controlled by the state ‘ 

N I ' » / l \ t 

Artificial Monopolies aie those which kne created by (l)<the 
state and (2) a privite agency. The state of couise creates ,a< 



(( 236 ) 

monopoly to sene some public mtesesfc or purpose, a piivate agency 
creates it for serving some private mt-eiest 01 profit 

(l) Among state created monopolies the following types 
are important (a) Patents and copy rights, granting bv law 
exclusive rights to inventors and authors to encourage their res- 
pective activities m public interest These are often termed legal 
monopohes But others created or lecogmaed b} the state are 
also legal monopolies In a wider sense even private conbmations 
are legal so long as the> are not banned b> laws such as the 
anti-trust laws of the United States of America Monopoly rights 
to sell machines or other patentel devices and copv right books are 
usuallv extended bv the state for a limited period after which the} 
aie thiovvn open to the public (b) Fiscal monopolies created to 
raise revenue foi the strte such as salt monopolv m India m the past 
State monopoly of tobacco manufacture in France is another example 
No doubt levenue can be raised bS a tax on the products of private - 
concerns but there is dangei of ev asion which can be easilv prevented 
by state monopoly (c) Consumption monopolies . such as opium 
manufacture in India bv the state created in ordei to reduce to the 
minmium consumption of a haimful diug Sometimes a monopoly' 
may he created to serve a double purpose 1 e„ both to raise revenue and 
control consumption Thus India s opium monopoly was used m the 
past for raising substantial revenues fiom its export to China apart 
from internal consumption ' 

All the three tjpes of monopohes created by the state maj 
be termed social monopolies as they are created to serve a social 
purpose and also to distinguish them fiom privatel} created mono- 
polies whose purpose is to promote private interest Very often 
the state licenses 01 sanctions b> law natuial or inevitable monopohes, 
attaching conditions consideied necessary to safeguard public interest 
Thus the Provincial Governments in India issue licenses to companies 
feu supply of electric cunent in towns Becentlv the U P Government 
have taken over the Kanpur Electric Supply concern in its own hands 

(2) Pmv tely created monopolies are (a) the various types of 
combmat toi 6 which are successful in eliminating competition They 
may be mergers, trusts or cartels oigamzed vertically or horizontally 
as described m Chapter IX- A new development in the field of 
combination is the rise of the holding company which holds more 
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pm ate monopolv It n,ay also exist in i etato 01 public monopoly, 
pai ticularly m one cicatcd for fiscal or revenue purposes 

(2) Given the motive to secuie monopoiv profit the power of f, ho 
monopolist — private or public — to raise puce above cost rests on (he 
power to limit output He cmnot influence demand which is do tor. 
mined by the incomes and tastos of the consume! s Populiri/mg of a 
pioduct through advuitiscment is no doubt there but it is as much 
opeu to competing sellers us to a monopolist Once any given output 
is put m the market it will soil at sotit one pneo — determined bv its 
marginal vendibilitv — whother it is sold bv i monopolist 01 by a num 
bar of competing sellers Thus the prsiuon and shape of the demand 
cuive lor a connnoditv is beyond the control of the monopolist It is 
onlv by lestuctmg output that a monopolist is able t<J laise the price 
m so fai as margin il vendibilitv of 1 smaller output is higher than that 
of a huger one 

, (3) The Monopolist cun either fix t he price which will then 

determine the output that can be disposed oi ponodicallv at that price, 
Oi he ^can./ix the out ut that he will pio luce and put nr the uimkot 
duuug a given period, which will deteimino the pr eo that can be 
obtained foi it Ho cannot do both tint is, he cannot h\ the price at 
a high level and i Iso sell any quantitv he likes to produce Ho will 
piobably experiment with both the courses and nmvo at some price 
and output that v leld the largest uot monopoly pioht It may be 
noted that a monopolist is interested not in high price oi oven high 
profit per unit but m th<_ net monopolv levenuo on tbo total ponodical 
output It a lower price and larger output and sales bring more not 
revonuo than a highei price md smaller output the monopolist will 
chose the foimor This is indicated by the following monopoly 
schedule, according to which the puce of Its 3 pei unit and 50,000 
units of ponodical output give the maximum monopolv revenuo of 
Es 20,000 Any price higher oi lowei than Es 3 per uilifc brings 
lower profit and is Pound to be rejected The last two columns m the 
table have been added to illustrate a later point anti may be ignored 
foi the piesent — 
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(4) Whether a pnoo much ibove or just a little above cost will 
-vield larger net revenue depends on two economic factors (A) the 
elasticity of demand for the monopolized commodity and (B) the law 
of returns under which it is produced 

( 

(A) Elasticity of Demand and monopoly price The moie elastic 
the demand the greater is the likelihood of puce being fked at a 
relatnely lots leoJ, for fixation of the price at a level much above 
cost will reduce the sales much, and even though ptofit per unit is 
laige aggregate monopoly profit will be reduced On tile othoi hand, 
if demand is inelastic high price will not reduce the demand very much 
and will therefore yield a laigei net piofit than a lower puce will 
This is Illustrated by the following diagram ' — 



Heie the supply curve SS is a constant returns cuive, which is 
neutral as legards high or low puce, it has been chosen to see tbf effect 

J ~ - ~ ~ ^ ~ | # 

of elasticity of= demand -^n isolation 5 Demand "curves DD and D'D' 


represent inelastic and clastic demand' respectively - halting first the 
inelastic curve DD we find that price under competition would have 


been AP or just equal to cost per unit_rnd quantity .produced OA The 
monopolist produces less to be^ablS; to sell at a price higher than 
cost ‘If he produces OB quantity it- will sell at Pried BM, the total 
sale proceeds will then be represented by the rectangle OBMH rod 


total costjry the rectangle OBRE Deducting the latter from the foimer 
we get the lectangle ERMH which represents met monopoly revenue, 
But if ( a smaller quantity 00_is produced it w' ill fetch) a price of CN 
and the monopoly profifr(agarn deducting total cost OCQE from total 
sale proceeds GCNJ) will be r equil fo "the rectangle EONJ, BQNT is 
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evidently biggei than EEMH and pioves that the higher price ON 
yield i more monopoly profit than the lower price BM. 

Now take the elastic curve D'D'. Under competition puce wilt 
he VP and quantity pioduced O.V Seduction of output to OB will 
laise the price to BM' and yield net monopoly profit equal to the 
rectangle EBM / F Raising the puce to ON' by leducmg output to- 
OC the monopoly piofit (Total sale pioceeds OCN'G — Total costs- 
OCQE) will be just EQN'G, which is clearly smallei than ERM'E J 
and pioves that a lower price H &!' will yield more profit than the 
highei puce ON' 

(B) Laws of returns and monopoly price (z) the Law ot cons- 
tant returns or costs has no active influence over monopoly price ire 
so far as size of output does not affeot costs per unit Heie the degree 
of elasticity of demand will be the governing factor m the fixation o£ 
price at a high or low level, This has already been illustrated in the 
piecedmg curve ( n) the puce of a commodity pioduced under 
Diminishing returns or increasing costs will tend to be fixed at a 
relatively high level because a smaller output will mciease the mono, 
poly piofit m a two- fold mannei , it will reduce the costs pei unit and 
laice the puce at which each unit can be sold, An inelastic demand? 
will of couise remfoice this tendency 
of the price to be fixed at a high level 
while elastic demand will temper it 
down 

The influence of increasing cost 
maj be illustiated with the help of i 
diagiam like this 



Reduction of output below the competitive level to OQ2 will raise 
the puce to Q2P2 aB d yield monopoly piofit equal to the reclangle 
NTP2R2, Eurthei reduction to OQj wull raise the puce to Q1P1 and 
mciease the monopoly profit to the whole of the shaded rectangle 
MSPiRj This latter is evidently bigger in area than UTPoRo, repre- 
senting monopoly profit obtained at the lowei puce Thus the highei 
puce QxPj and smaller output OQi are likely to prevail 
16 
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'(m) If produced under increasing returns a relatively large 
output sold at a relatively low puce will yield laiger net profit because 
larger output will mean lower cost of production per unit If the 
“tendency towards diminishing cost is stiongei than the elasticity 
■of demand, cost pel unit will fall by more than maiginal vendibility ' 

j ** 

smd net revenue will mciease with an expansion in output even 
though the latter is necessarily 
accompained by a fall in price 
This is shown by the example 
of an increasing leturns cotn- 
moditv given m the pievious 
monopoly schedule, and may 
be Illustrated by this diagram — 


In this figure DD is the demand curve and SS increasing leturns or 
^diminishing cost supply curve Under competition price and output 
will be determined by the point of intersection of the two curves 
Under monopoly output will be reduced to raise pi ice If it is reduced 
to OQi and sold at puce QiPj the net monopoly revenue will be 
UHPiR, but if a larger quantity OQ2 is produced and sold at the lower 
price of Q2P2 the monopoly revenue is increased to NTPgM Thus 
relatively lower price and largei output will pre\ ail 

Marginal Revenue and marginal cost, 

A new development in the theory of monopolv price may' here be 
noted It is that a monopolist will extend Ins output to the point 
where marginal revenue (meaning net addition made to total sale 
proceeds by an additional output) and marginal cost (meaning addition 
made to total cost by such additional output) are equal So long as the 
ioimer is larger than the latter it will pav him) to mciease output , and \ 
If he reaches a point in output at which marginal cost becomes laiger 
than maiginal revenue it will evidently be profitable to rdeuce output 
until the two again become equal As we. have already seen* this 
principle applies under competition as well But under competition it 
Is assumed that increase m output by a competitor does not affect puce, 
so that marginal revenue is equal to the ruling puce multiplied by the 
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^quantity of additional output Under -monopoly, howovei, mciease m 
output lowers the price and the marginal levenue denved from a given 
rnciease m output will be equal to the sale pioceeds of such additional 
output minus its cost of production and the reduction in the sale 
proceeds of the quantity previously produced caused by the fall m 
.price The principle of monopoly revenue being maximum ichen 
marginal cost and marginal revenue are equal may be seen to be 
•evident by lefeience to columns 9, 10 and 1 1 of the monopoly schedule 
given on page 239 

Monopoly price in practice Theoretically (a) monopoly puce will 
‘be fixed at a level at which it yields maximum possible net revenue, 

■(b) it will be higher than maiginal cost of production, and therefore (c) 
irt is against the consumers’ interests In piactice we find that there 
are factois that eithei make it indeterminate oi tend to male it lower 
Than what it would be theoretically There aie others that tend 
To make it higher , 

Among the last type are (l) High le^rel of wealth and incomes m 
a countiy The marginal utility of mdney m a nch country like the 
United States of America is lower and highei puces are easily obtain- 
able However, this effect on price is the lesult of highei demand 
price, which cannot bo influenced by the monopolist In a poorer 
•country like India or China marginal utility of money is high and 
monopoly puce has to be relatively lower In these also higher prices 
can be cliaiged fiom richer classes through discrimination as we 'hall 
see latei (2) The number and nature of middlemen intervening ^ 
between the monopolist pioducer and consumeis Thus’ a monopolist 
may sometimes be able to pass on his commodify to tho wholesale 
dealers at' prices higher than maigmaLvendibility in the final maiket 
Hut this is likely to be a tempoiarj phase as middlemen cannot 
continue to pay puces lnghei than they can obtain from actual consu- 
mers However, the possibility of a High puce continuing is greater 
m the case of producer’s goods such as patented machines and mono- 
polized minerals or othci products used m manufacturing consumption 
goods * The highei prices paid' for such producers goods may be 
absorbed by a number of manufacturer's and othor intermediaries t and 
(fail to leach the purchasers of consumption goods It is also possible 


See Taussmg * Principles Vol I P 1 97 
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for such intermediaries to shave off some of the monopolist's profit 
and to keep it to themselves , 

Difficulty of', arriving exactly at the price and output that v. ill 
maximize monopoly piofit is vert great And then theta max lie not 
one but set era! pi ices and corresponding quantities of output yielding 
mvunium piofit Thus m piactice monopoly puce remains higelv 
indeterminate Even -when the puce yielding maximum profit has 
been acsertamed 1 1 tends to be pushed doun by a tiunibe) of facto; s> 
(]) If the puce yielding maximum tevenue is much higher than cost 
exen bad substitutes mav begin to compete And unless monopoh is 
piotected by law inefficient potential competitors max be tempted to 
entei the field (2) Theie is ever piesent the danger of public opinion 
being antagonized and state mteifeience invoked against high price 
Thus the monopolist m his oxxn interest tends to keep the m ugm of 
profit low, (3) In the initial stages of a monopolistic rnterpnse it is 
usual to sacufice net levenue with a view to nurse the niaiket Thu' 
man 5 Hail wax companies run at a loss for years in the hope of 
exceptional profits m the future , Such a sacrifice would be impossible 
in the case of competitors (4) A monopolist, particularh a local 
authority piovidmg water 6upplv or tramway service m its area, may 
be mteiested more m letting the citizens enjoy consumer’s surplus 
than m high monopoh profit Here it mav he noted that monopoly 
piofit as ruch comes directlv out of the consumer s surplus When a 
commodity sells at Bs 2/. instead of at Ee 1, which is its cost of pio 
duction and at xxhich it xxoukl sell under competion eveix puicbasar 
loses a rupee per unit in consumers surplus , and it is the aggiegate of 
the, losses of all the puichaseis that constitutes net monopoly revenue 
(6) Economies in costs Economies secured by a monopolist 
piodutei are likelx to he great enough to reduce the costs considerably 
below those prevailing under competition 
And then there is always the possibility of 
the monopoh price being lower than com- 
petitive price and y et yielding a substantial 
net revenue. Monopoh price will of course 
be higher than cost under monopoly if any 
net profat is to be secured This may be 
lllustiated by a diagram , 




( 245 ) 

Let DD Le tlie demand curve, SS the supply curve under compe- 
tition and S' S' (he supply curve under - monopoly showing reduction 
incosts of production Under competition puce will he CG and out- 
put OC Undoi monopoly output may be mcieased to OB and sold 
at puce BF Ihis will then yield net monopoly lovenue equal to' 
MHFN although the price BF is lowei and output OB laiger than- 1 
then counteipaits undoi, competition, via CG and OC No doubt a 
smalloi output, say , OC (the same as it would be undoi competition) " 
will sell at puce CG and bung laigei net levenite But upto this 
point monopoly is not harmful to social interest because the output 
and price aie the same as under competition , the net profit of the 
monopolist comes out of the economies mtioduced by him and not 
rfrom tha consumei s suiplus accruing to the consumers undei competi- 
tion It is of couise tiuo that if such a monopoly is nationalized puce 
can be ledueed to 4E and output increased to 0 V. This will increase 
the consumer’s suiplus by PBFN, which is laigoi than the loss of net 
revenue MHFN to the monopolist, The only dangn is that state 
management may not be so efficient 

Discriminating Monopoly 

We have seen the forces governing the fixation of monopoly price 
•When a unifonn puce is chaiged foi the whole output It possible for 
the monopolist to chaige different puces fiom different consumers or 
then gioups , md thereby increase his monopoly piolits The foimer 
is an examp of sample vi&nopolg , fhe lattei is teirned a dtsertmt 
natinr monopoly It is evident that net monopoly lovenue can be 
maximized by charging to each consumei the price he will pay rathei 
than go without the commodity, for this' will mean squeezing of eveiy 
ibit of the consumei ’s surplus If a monopolist has 100 units of a 
-commodity which he has produced at Be 1 each, Ire may find it possible 
to sell ono of them to the most oaget or the most wealthy buyer at 
Bs 100 , anothei one at Bs 99 and so on His net revenue will then 
be equal to Bs 4050 (Bs 5050 — Bs, )00) If he can sell all the 1 00 
rinits at the unifonn puce of Bs 10 each his net piofit will be only 
-Bs 900 Evidently he cannot sell all the units at Bs II, much less 
at Bs 100 

J - t 1 i r f 

Theie aie two necessary 'conditions 'for such ’discummation to 
Ibe practised. (1) One is that the commodity shall not be transferable 
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fioui one buver to the other or else the rich buyer will buy fcbrougB 
the poorer buvei It is also possible that the poorei buveis will 
become middlemen and share m the monopoly piofits of the producer 
(2) Secondly, discrimination should not e'-ohe public restnlment 
Selling the same commodity to different customers at widely different, 
prices is bound to aiouse anger and condemnation. The monopolist 
therefore discriminates in a manner that pier ents. transfer and at the 
same time disguises discrimination Charging each customer a 
diffeient puce for exactly the same commodity is palpably 
dishonest and is also impracticable except for a small retail shop 
located in m out of the way cornei The common practice 
is therefore (l) to diride the market into two or more classes or 
sections, {2 to charge uniform prices m each section and (3) to 
introduce some variation in the qualities of the commodity so as to 
justify difference m prices charged m different sections of the 
market The chief devices employed m practice are the following — 

(a) Puffing the supply in the market by instalments Thus 
most books likely to be popular are published in a number of separate 
editions each of which is varied as regaids price and quahtv of paper 
and binding to disguise price variations The first edition of a limited, 
number of copies say , one or two thousand, may be sold at Ks lO each 
when the cost is hare Iv Bo 1 per copy If the whole edition is sold 
out to eager and wealthv book-lovers and there appears to be still left 
sufficient unsatisfied demand at such a high price another similar 
edition mav be pioduced and sold at the same price When further 
sales at this puce are not possible, a second edition ot 5000 with a little- 
inferior quality of papei and binding may be pioduced and offered at,, 
say, Bs 7/8 And then a third one of 10,000 with paper binding may 
be sold at Bs 2/8 per copv Even m the case of the cheapest edition 
monopoly profit is Large, but the aggregate profit on all the three 
editions is much larger than it would be if all the copies were published^ 
in one edition and sold at the uniform puce of Bs 2/8 The marginal 
vendibility, it may be noted, will be no more than Bs 2/8 all tbe> 
16,000 uniform copies arc put m the market in one instalment 

(b, Class prices The whole of the supph navy be put m the, 
market simultaneously but divided into two or more brands or qualities 
with different prices for each quality Thus two editions of a. hook- 
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uses much higher th m -what they aie under chscrumnatoi v tanff charges 
Thus disci munation ought not to he condemno l It will be and is 
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Dumping 

Such soiling of n commodity at a lowoi puce is known as dum- 
ping and is rosentod bv tbo countij in which it is dumped as an 
attack on lior industiios Howovoi the object of dumping by a mono, 
polist is not to crush foreign nials but only to onlaige his net revenue 
Dumping, whose direct aim is to crush rivals and to locoup losses 
•consequent on piesentlow prices b\ charging much highei prices mtho 
future, is destructive dumping which is usualh temporary Dumping 
bj' a monopolist at a low puce does not mean loss to him, it incioases 
his not piotits and max bo continued pcni.anc itly to the advantage of 
the countn in winch ho dumps as well as of himself 

Relation between Discriminating Monopoly and joint Supply. 

Fixation of pr'co under discrmnni ting monopoly resembles 
dotoumnation of puce undei jornt supph Puces of dilTeiont products 
produced jointly aio governed, as wo have soon in Chaptoi XVII, 
by then rcspectno inmgmal, utilities Disc, tin noting monopolist also 
/ chiugos prices foi different portions of his output accouling to their 
marginal utilities in different uso 3 or soctions of themnkot In both 
puce is determined undei tho value of service punciplo, that is, by 
•doniaud puce lirospoctno of cost of production But thoio is some 
difference betwoon tho two 

Pit //v in joint supply costs of the diffo.ont pioducts aro joint 
and msupaiablo It is impossible to cliaigo um*oim puco per maund 
foi cotton fibio and cotton scod, noi is it poss'blo to apply tho cosf of 
service principle oven if the producer wanted to do so How’ovoi, the 
cost punciplo doos apply o\or tho pucc^ ol .ill tho joint pioducts 
Undei monopoly cost of the whole supply is uuifoim ind by charging 
uniform prices for all usos 01 in all sections of tho maikot cost of 
sci v icc principle can easily bo appliod Aga.n, undoi monopoly tho 
' total salo piocoods fai excoedthe total costs and tho cost punciplo has 
no application Secondly, m joint supply ehango in tho output 
of ono of tho products ib movitably followed by a similar change 
in tho output of the othoi products Ibis is not tho case under 
jmonopoly 

In tho case of Railway s usually both monopoly and joint cost 
jeievail togethoi Existence of monopolj isdt u, (he phenomenon of 
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joint cost exists to Iho extent that pio\ mion of perm inent v ay , st ition 
buildings and many ox u head churgos aie joint not onlx for running 
diffoiont classes of pissongei carnages but ilso goods waggons It m 
difficult if not impossible, for examplo to sop irate the costs of trims, 
pointing a fust class nid a thud class pnssongei or a nmund of coal and* 
a maund of gneo between Agin and Delhi \11 classes of traffic is 
sought to tho extent of maximum cap icity at l.ites which each class 
can bear Thus the x duo of seivice pnnciplc applies Iwo paid lx hecauso 
theio is monopoly and pirtlx because costs aro hrgelx inseparable if 
not joint i r tlio str'et st ny 

Evils of Monopoly 

Monopoly powci cxeicced m the intcicsts of the holder has 
ceitain seiious driwh icks from the social point of mow (l Price 
highoi than cost means exploitation of the consult ers in penornl m 
the mtorests of i pnxnto fitm or company Consumer's surplus of 
thoso able to bux is pirth 01 wholly squeezed , others unable to buy 
are depmed of the use of tho monopolized commodity (2 Highoi price 
can onlv bo chugod bx re'tricUnp output Tho field foi employment 
of labour and capital and even natural lcsouicos is thus necessarily' 
nanowod *5) Ihoie being no mal m tho field quality of the product' 
ts likely to be uorset ci to i educe costs and mcroaso jiioiits Competi- 
tion would not allow this Monopoly thus tronchos directly on tho 
soxoieigntx of tho consunioi in tho field of his choices We aio alL 
familial how in the absonco of alternate e souicos of supply ratiom 
shops mix dust in food giams and watoi in sugn 1 (4) Wages 

max be lowoiod m so fu as the field of emploxrnont in the 
monopolistic indusliy is narrowed thiough rostnct’on of output 
and thcie is no competition among lniyeis of specahted labour 
(5^ Restriction of output and of entry of fiesli labour aud 
capital lesources into tho indusliy results m mjuiy to the nationnL 
dixidond to the extent thit maiginal pioductixity of such lesources 
xxould bo lughei in tho monopolized industiy xxlncli is closod 
to them tlian in tho otheis winch thoy aro compelled to enter 
(6) Progress thiough invention of unproved maclnneiy and 

’’’Legally we haxe the light to complain to the Ration Officers but 
complaints aie seldom offectixo Against a pnvato monopoly over* 
this ineffective remedy is absent 
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processes as obstructed < to the extent that spur of competition is: 
removed and exceptional profits stabilised. Not only does the 
monopolist become indiffeient to evolving new machinery and 
processes, to which competitor are always very ali\o, but he feols? 
leluctant to instal now equipment evolved by others, foi this necessauly 
moans scrapping of tho old Ord manly he would not undeitahe it 
until tho piofits anticipated fiom now? equipment aie moie than- 
sufficient to compensate the total loss on old machinciy Thus the 
consumus in puticuliu, and society m gonoial, lie depnved of the 
advantages of economies in costs piomisod by new in\oDtions 
(7) Lastly monopoly tends to uccentuata inequality in the 
distribut'on of woalth by swelling tho incomes of one oi a few owners 
at the cost of tho vast numbeis of consumois and workers 

Advantages of Monopoly 

But monopoly does possess certain merits (l) The mosif 
important of these is tho cccttori.y in costs of prodnction, resulting, 
fiom the avoidance of oxpenses of competitive advertisement and cioss- 
freights and exclusive uso of the most officiont plants and processes 
Whon a number of competing establishments combine, machines and 
processes of the most cfficiont ones are likely to be adopted and those 
if the less efficient scrapped, tho whole industry cm be nr a word, most 
thoroughly rationalized vv hen under one control It is thus possible, 
as we have seen, for the monopoly price to be lowei than competitive 
price mspito of huge not monopoly lovonuo accruing to tho monopolist 
[2) Output can be logulated so as to avoid ovoi -production and under- 
production and thoir consequences in the shape of booms and depres- 
sions in trade and employment As a matter af fact monopoly onables- 
ihe community to ov income some of the chief evils of unplanned 
iconomy and is therefore encouraged and sometimes enfoicod by 
•ovornments with proper precautions There is alrondv discernible 
l pronouneod tendency in this dnection m many blanches of industry,, 
ncluding agnculturc and planting For example, lostnctions on output 
if cotton in America, rubber in Malaya and jute m India dunng the 
period of tho great tiade depression of the tlmties, were placed by; 
espective governments , , * , , 

Control of Monopoly 1 ' ’ 1 

State contiol 6vei monopoly jesolves itSelf'mto devising methods, 
ay which its , advantages can be secured and its ovals avoided in as great 
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onh prevents restriction of output but eusuies its extension according 
to the expanding needs of the town Y (3) It cannot muease the 
voltage above 220 for ouuSTit supplied foi light and fans in the case 
of some companies supply of D C current at a maximum voltage of 
110 is piescnbed These provisions in a sense pievent detonoiation in 
quality through tomplation us A C current and high voltage leduce 
costs aud increase profits (I) Piofits aie sometimes actually limited 
bv law to a maximum poicentage on paid-up capital , even whoie they 
>aro not so limited, high dividends above, say, 10 per cent are sure to lead 
to a demand fiom the public and dnection fiom the Piovmcial Govern- 
ment foi a reduction m lates chaiged from the consumers In the case of 
the Indian Sugai Syndicate Governments of the United Provinces and 
Bihar logulato, thiough the Sugar Control Board, puce of sugai cane 
paid to cultivators and wages and bonus pavable to employees of sugar 
factories, m uldition to control ovei puces and output of sugar itself 

Taxation Taxation of a pmate monopoly, with oi without 
contiol ovei puce, output etc is another alternative to nationalisation 
By this nmans the bulb of the monopoly piofit may be appropriated 
to public revenues foi the benefit of the commumtv at laige It 
illustrates in a way the blunting of the fangs of a dangeious creatuie 

In taxing a monopoly it is important to note that a fixed tax on 
profits irrespective of output and also one vaijing with piofit such' as, 
say, 20% on annual piofits, aie not capable of being shifted to the 
consumers Tho-$ will not affect eithei output oi puce But a tax 
that vanes iuth output is usuallv shifted to the consumers by'a 
reduction m output and raising of the pi me This maj be illustrated 
from the figuies in the monopolv schedule given on page 239 

ft 

Suppose the fixed tax is Bs 10,000 annually levied ns a condition* 
of license or on profits This will increase the total fixed costs fiom 
Bs 80,000 to Es 90,000 for each output Venable costs per unit as 
w T ell as m the aggiegate will remain unaffected But the net monopoly 
piofit will be leduced by Bs 10,000 m each ease Howevei, it will, 
still be maximum (Bs 10,000) when the pnce is Bs ( 3 pei unit and 
output 50,000 utnts'’ Similailj, if a tax of 10% on profits is levied, 

’"Due to conditions of scaieitj of coal and othei things cieated 
by the war this provision now operates undei .certain limitations, 

* i *1 1* - l 4 J * t, „ > 
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miasimum piofit -will be seemed at the sime price of Es 3 and output 
'of 50,000 units The only effect of this tax. x trying with profits will 
be that maximum not l ex enuo of Es 20,000 will be reduced bx l0°/ o 
to Es 18,000 But if the tax xaues with output, say, four annas per 
unit, vanahle cost pel unit will become Es 1 s Tins will raise tile 
total variable costs and reduce net monopoly piofit fm each different 
■output Calcul itions will easily show that the maximum net piofit of 
Es 9,997—12—0 will be obtained when price is Es 3/8 and output 
39,999 units With output 50,000 sold at Es «*/_ the net profit will 
he lecTueed to Bs 7,500 

Thus if a tax has to be levied on a monopoly it should he 
cithei a fixed tax or one xarx mg xvith piofit 4 tax vary ,ng with outpout 
is seen to reduce output fiom 50,000 to 39,900, or say 40,000, anti 
to laise the monopoly price per unit from E= 3/. to Es 1/8 1 when 
the tax is only annas four per unit The consumei here loses more 
jper unit than what the Tieasury leceixes The monopolist loses 
Es 10,002/4 , the state icceives Es lC,000, ignoring expenses of collec- 
tion , the consumers haxo to piy 8 anms *,ei unit more than befoie, or 
an all Es 19,099/8 on 39,999 units Adxarse effect of such a tax is 
of course natural m the case of a commodity pioducod under increasing 
returns 

'Price under Imperfect Competition 

Midway between peifect or puic competition and absolute 
•monopoly tlieie stand m the modern industrial life many Industrie 5 
•and trades in which competition is imperfect Tho distinguishing 
features of such competition aie (1) a small number of big sellers or 
buyers , (2) certain degiee of absence of competion among sellers and 
among buyers due to [a) ignorance of maihet conditions or more inertia 
or (6) mteivention of costs of movement of goods oi customeis between 
different sections of the maihet , and (3) existence of a nunibei of 
special brands of a commodity pioduced hv diffeient sellers and 
advertised sufficiently' to cieate m the minds of then lespectno 
consumers special preference foi them Each of these factois mete 
it possilbe foi the producer to raise price above ’cost within ceitam 
limits which aie ,of couise nanowei than those available to the 
absolute monopolist 

The mam difference between monopoly' and impei feet competi- 
“tion is one of degiee It lies m the difference m the ranges within 
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■which prices can bo raised above cost Both tbo monopolist. producer 
-ami the producer under unpci feet or monopolistic competition possess 
.tbo power to influence pnco , tbo former's power is grontoi than 
'that of tbo litter Uiidci pure or pet feet competition tbo number of 
sellers is so largo, and tbo proportion of tbo output oi c’ch of them to 
* tbo total output ir so small, that tbo powoi of pny one seller to 
influence pi ice pel coptiblj through variation m output ie almost nil 
It is true tint if oil or mint of the sellers expand or contract output 
Minulhneoush tbo pnco will fall end nro lespectiioh But such 
conceited action is ncc dental and rare — not or deliberate 01 consc'ous — 
unless it I* - tho result of an independent variation in pnco Rise m 
price v ill mdi co ill or mo=t of them to increase output , fall m preo 
-will lend them to reduce output bcittoicd and mdepontlv icting 
ns tbe> ill aio, price for each is determined by maikofc conditions 
outside his pov or Tor every one of them the problem consists m 
adjusting output to tho rultttp price and to changes m price occunng 
•from time to timo, r Iwnys trying to make marginal revenue equal to 

, margnul cost so as to maximise his normal Profits Ho is not 
> concerned, like tbo monojiolistic producer oi the producer under 
imperfect competition, with adjusting output to tiro pnco which bnngs 
larges! net revonuo and which ho therefore tries to It nny bo 

noted that mmginnl revenue obtained from an additional unit of output 
under competition is equ il to tho ruling price because it is assumed 
That mcie iso of output does not aflect jinco But undor both monopoly 
and miprrfcct competition miugmal lovenuo is lowor thnn prico because 
addition to output lowois tho price itself Tho consequonco of this is 
that output is increased under competition to t,hc point vvheie miugmal 
cost and ruling price aio equal Undoi impoifect competition and undei 
monopolv output is not mere ised to tins extent, as m.ngmal levonue 
from additional unit of output is less than tho ruling pnco pin unit 

* To tho extent that competition among sellers is shut out bji 

' ignorance of the huyois, oi hj costs of tmnspoit between one telle 
and inothoi, oi by tho attachment of u set of buyers to a fatnilm shop 
an tho noighboui hood, the maikot becomes indopondont and llio powoi 
to raiso oi lower pnco uppeai-s \nd it is used to tho point at which 
profits are maximum If bv laising pnco additional gains arc huger 
"than tho losses incurred through lcduction m silos, pnco will bo raised, 
.Ami tho pnco will bo low oicd if gams through additional sales aio 
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greater than the losses occasioned bv lowering oi the prme Such, 
courses ate also open and practised unaer pure competition , the 
distinguishing feature here is that raising or pr>ce mil not lead to any 
appreciable Iocs of custom and lowering oi the price mil rot bring 
an\ considerable addition to the number oi customers In short 
elasticity, of demand js loner thin under puie competition this 
applies cbieflv to lccal dealers or shops 

Hot take the ease ot big monopolistic competitors such as 
manufacturers of a small number of brands oi motor c^rs, cement or 
iron and steel In these cases one of the two consequences follow tVl 
If products are close subsututes competition becomes verv keen or cut- 
t hi oat, meaning rate war or panned uncieisellmg, and may lead to (al 
either complete suppression b\ one manniactnrer of all the com. 
petitors cr (b) amalgamation or agreement about pnee and output The 
result is the emergence of monopoh, of which there are actual 
examples such as the form ition of the Cement Marketing Company ot 
India Ltd , the Indian Sugar Syndicate and the Indian Jute Mills 
Association, 

(2) Ii the products of the several big sellers are sufficiently 
differentiated in qualiti m the minds ot the buyers (irrespective of 
whether the difference is genuine or just created bv illusive public'ty) 
impertect competition mav continue The markets or demand and 
suppli schedules of the different brands then become separated upto a 
certain extent, each having its own price and output determined bv 
its producer They become m a sense separate monopolies, each. 
5 lelding net monopoh revenue according to the elastimtv of its demand 
and the degree of tendency towards increasing returns or diminishing 
coses But the phrase upto a certain extent is meaningful The other 
brands, though not close substitutes, do begin to attract attention of 
the habitual purchasers n the price of their familiar brand is raised 
too much, and everv producer has therefore to keep a watch over the 
demand and supply schedules of his potential competitors Thus 
imperfect competition partakes of the nature of monopoly upto a 
limit and has to face competition beyond this limit Tor a fuller 
account of imperfect competition the reader mav relei to Economics- 
by Fairchild, Furmss and Buck, which deiofes two full Chapters to 
the subject 
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CHAPTER XX'' 

INTERNATIONAL TRADE AND TARIFFS 

1 4 c ' 

The Law of Comparative Cost. ' 1 ' ’ ’ 

The theory of international trade, Which explains the ongm and 
continuance of such trade and the determination of relative values of 
goods enteung into it, is based on the law of comparative cost, which 

f 1 1 f 

may be briefly stated as follows . — 

1 v I - 1 ' 1 

International trade rests' on differences in comparative costs 
of producing two or more commodities m different countries In the 
absence of such a difference m costs no trade 1 can exiBt Differences: 
m comparative costs are due to differences m comparative advantages, 
which may be absolute 'or only- relative. Each country specializes 
in pioducmg foi heiself and for ’export commodity or commodities’ll 
which her labour and capital, acting upon > her natural < resources, 
possess the greatest advantage or the least' disadvantage, dr in other- 
words, m 'which her liiboui and ^capital are most effective Other 
commodities are then obtained by -importation "from, other countries 
possessing relatively greater advantages in producing them Such 
specialization and'tiade aie advantageous to each' trading nation, The 
total ’gam accruragdiom specialization is measured by the difference- 
m comparative costsun the impoiting 'and exporting countries This 
aggiegate gam is’ ’ then 1 shaied by each according to her productive- 
efficiency and the state of reciprocaTdamaild for each othei’s goods 

, This law and the whole theory of international trade based on if; 
may now be explained m detail with suitable examples A summary 
has been given at the end of the Chapter. It is important to note at 
this stage that there is much that is common to both internal and 
international trade, iThe ’real difference lies m -comparatively greater 
immobility of laboui and capital between countries than between parts 
of the same countrv, with the conseguence that wages and profits tend 
to be equal witbm, a countiy but may ,vaiy widely, irom country to, 
country, , - , , 
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Trad® based on differences In costs and advantages of speciilitafion. 

International trade as well as internal tiado Tests on the 
texistenco of differences m costs and prices of the commodities es 
changed between different countries and between different parts of the 
same country The basis and advent iges of both tv pos of trade are 
largely similar Jute is produced at lowei cost m Bengal than in 
Bombav , Cotton is produced at lower cost in the Bombay Presidency 
then m Bengal It is to the advantage of both Bengal and Bombay 
"■±0 produce ono of the two commodities and to obtain the other through 
-exchange Tlio samo is true of India and Burma producing and 
exchanging, say, jute and nco It is true also of two radiv i duals, say, 
the weaver and the farmer exchanging cloth and wheat between them , 
each produces his own commodity at a lower cost and obtains that of 
the other at a lower rate in terms of his own 

Exchango, as wo have seen m Chapter XV, brings advantages of 
specialisation. Bv specialisation each party produces moro of its own 
goods and is ablo to got moro of such goods and of the other’s good* 
than it would if it produced both the goods In real terms the gam 
accrues to each party in the shape of moro of the products of the other 
party obtained in exchange for a given quantity of its own product, 
or what comes to the samft thing, for each hour or day devoted to 
producing that given quantity of its own product In money term 
the gam comes m the shape of lower price paid for the product 
of the other party than the money cost at which such product 
can bo produced by itself. In the final analysis the real gam or 
advantage is seen to he m getting more gram per hour devoted to 
cloth production by the weaver and more cloth by the farmor per hour 
or day devoted to the growing of crops That is also true of specializa- 
tion -and exchange between Bengal and Bombay and between India 
and Burma. 1 

Differences in costs based on differences In Productive efficiency. 

The reason why different countries or parts of a country produce 
their -respective goods at lower Costs and sell them at lower prices is 
the difference in thoi r comparative advantages based on differences m 
(l) natural resources such as soil, climate, mineral deposits and inborn 
talent of the people, if any, and (2) acquired resources m the shape of 
<«) quality and quantity of capital equipment developed through 


imontivo genius and habits of thrift, and (b) specialized sLtll 
ncquirod b\ workers, foreman and fmmngers through training and 
•Oxporionco It is suah differences m advantages ns thee* that explain 
lower costs and prices of juto in Bongs! and of cotton m Bombas , and 
lower costs and prices of juto m India end of rice m Burma Tho 
•differences m comp vrntive rdxnntigos ami co-fe mas lie absolute or 
•only relative It max be noted that thoio maj bo no difference m 
comparativo advantages and costs 1 c, thex nuj bo oqu.il In that 
•case spoualvation and trade will secure no ndx ml ig< s io either count r\ 
and trade cannot exist These absolute, relative and equal comp inn 
tixa sdxnntigcs «nd costs m’> be explained by taking m example of 
two countries si>, Ind.o and Bunn* pioduoing and oitbangmg between 
them two commodities s ix , Jute and Rico 

Absolute, Relative and Equal advantages. 

Annual Production m maunds per unit of 
Typo of labour and cipit d 

Comparatne Vdvnntnga INDI V BURMA 




Juto 

Rtco Juto 

Rico 

(l) 

Absolute Advantage 

SO 

20 

20 

30 

[l) 

Bolatixo Advantage 

30 

20 

20 

15 

0) 

Equal Advantage 

(a) 30 

20 

30 

20 



fb) 30 

20 

35 

10 

Under tho first two cases, whore fhoro is difieronce 

in 

compare.. 


-tivo adx aril iges and costs, there will ho gam from specials 'ation and 
trado. Under the third case of equal ndx ant ages and costs trade 
-cannot exist Tho results follov mg from these three cases max non 
he crammed one bj one. 

Absolute Advantage. 

U) Under caso (1) 01 absolute ndxnntngo comparative cost of 
Juto and Rico m India is 1 mtuind of Jute equal to 2/3 maund of Rico 
or lj«*2/3r In Burma comparative cost of Juto and Rico is 1 maund of 
Juto oqunl to 1$ maund of Rico or 3) «-l?;i Tho total concioto difforon 
co horo m comparative costs is equal to 31 i minus 2/3, or 5/6 maunds 
of rico, per maund of jute Iti tho absence of specialisation and trado, 
that is, if India and Burma pioduced both jute and uco, ono maund of 
juto or 1/30 unit of labour that, produces it m India will fetch only 
2/3 maund of rico, while in ‘Burma ns much ns 1J maunds 
of rico or 1/20 <umt of labour that produces it will bo loquhod 


( 261 ) 

pure 1 !!!'-*'*; from India Both countries gain as rice is obtained by India 
aiud jute by Burma cheaper in terms of their respective piquets and 
unit 1 - of labour and cnpif il than the y would if each pro luu*d both the 
commodities for itself In n c.« o like this real r.u n ' will bo higher 
in India th in m Burma because of the formor’r sup rior of he enev m 
producing bo‘h the commodities at lower real err) However, tho 
rnonej cos's of rice in India will bo higher than m Barm i because of 
tho high nti or luonoj \vng“s act bv jute cultivation In Bttrmi thej 
will lie lower bcemso her labour is less effective 

Equal advantage Sp«*cmlirr.lion end trade wdl, ho.-ovor, not 
ho profitable if eo'njnr-'titc ndv mtages mid costs of juoduung tho 
tv o commodities worn cqu il in both thu count-, os binder tho case 
(8) (<t 5 ndvant igcs pro absolutely equal v bile undet l-ty (6) thos pio 
relatively equal In both the caws compivitive co^ts of producing 
jute and rice m Imnr nnd Burma are equal and no trade will arise 
Thus under both \o) nnd (b comparative costs m India md Burma aro 
3 j — S r Tins will be the ratio at which jut'’ nnd rice will 
sell in both India and Btumi nnd them will bo no gain from 
■svehnneo Bcfii of tho commodities will therefore be pioineod m India 
mid Burma Equal comparative costs in toruis of labour will nlso 
bring about equal prices in tho t\ o countries, nnd without n pneo 
■dtffoiencc trade will evident!} ho profitless 

The real difference between Internal and International Trade, 

It is now possible to poo more definitely the d'fforonco botwoon 
mtornnl mni intern itionnl spocinhr.ttion Under case v o), that is, of 
absolute differences in producing, snj, julo nnd cotton bolweon Bengal 
und Bomba,} Prosidonc} specnlirntion nnd tmdo will emerge nnd will 
bo as profitable) us but v-oon India nnd Ruima but wages nnd profits 
will ho equal Movomonl of labour nnd capital w ill lontmno so long 
ns wages nnd profits in Bongal nnd Bombay nro not eoimhrod But 
between Indin nnd Burma tho} may remain unequal 1 ecauso labour 
and capital do not move so easilj But if ndvant, ges o r Bengal and 
Bombay are only rclaH rc, that is, if Bengal pi odutes both jute and 
cotton at a lov or cost than Bomba j, all labour nnd i pital will mova 
To Bongal and both commodities will bo pvoducod them Bombay will 
Thon pioduco other goods, if any, in wirch its ndvant ige is absolutely 
jgroatoi Thus ttndo botwoon different parts of a counlrj cannot rest 

' i i 
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on mere relative advantages It is, however, possible that ovor.crowd*- 
mg and intensive cultivation of both jute and cotton m Bongal may 
raise costs and lower wages thoro to the point where wages and costs 
of producing cotton m Bombay become equal to those preruilmg in, 
Bengal Wages and proiits v ill, of course, bo equal m the two pro. 
vmcos in any case 


A very large part of tho international trade rests on nbsoluh 
advant ges based on differences m natural resources' possessed b; 
different nations in producing thou own goods Such is tho trade 11 
many of the minerals and agricultural commodities Some of thi 
trade in mamifaetuies and agricultural commodities may also bo basec 
on similar advantages, particularlv that between tomporate and tropica 
countries But entering mto international trade there is yet a larg 
number of commodities which soma of tho importing countries cal 
produce at lov or real cost than tho exporting countries Thus th 
United States of \merica can produce linen at lowor cost m terms o 
labour than Iroland from which it is imported Similarly Englan 
can produce butter and cheeso at a lower cost in tonus of labour tho: 
Denmark Trado in these goods rests on the principle of comparativ 
costs The money costs of producing linen in America are higher tha 
m Ireland duo to higher wages prevailing m other American Industrie 
m which the latter’s advantage is still higher 


' The differences in currency systems and weights and measure 
and the existence of longer distances and export and import dntie 
between one country and another are not of any fundamental sign! 
ficance m the theory of international trade Thev only mca 
that costs of moving goods from one country to another ar 
a little greater than those of moving goods from one part of 
country to another Sometimes the distance and the cost ° 
transport between two parts of a country may in fact be greater thai 
between two countries Thus Lahore is much nearer Delhi tboi 
Madras 'Again octroi duties and terminal taxes lowed by munict 
pahties have the same effect on trade as import dutie 3 Weight 
may tlso vary and actually they did until lately from village to villa? 
in some parts of the United Provinces Bo doubt, because of difference 
in currency systems and exchange fluctuations costs of remittance o 
funds betvyeen countries are larger than between parts of the samf 
country Tet there are some charges incurred for internal remittaWK 
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also ‘ -Thus we find that these differences are only 1 those of degree add 
not of kind The real difference lies iri the "comparative immobility of 
labour and capital and persistence of differences m rates of wages and 
profits prevailing m different countries 

i 0 , ' 'li 7.1 .. 1 

The rate of Interchange . . !(Bnrter terms of trade) > r <- 

The gam from specialization and international exchange is thus 
seen to be positive It now remains to examine how it is shared by 
the trading nations The aggregate gain is equal to the difference ’m 
comparative costs Taking the' example given m ca3e (l) wheie 
advantage is absolute, we find the < comparative 1 costs of jute and. 
rice to be > < 

' ' in India 1 maund of jute equal to 2/3 maund of rice 

and 

in Burma 1 maund of jute equal to 1% maund of lice 

<7 t 

tans meansdhat India will not take anything less than 2/3 maund" o£ 
rice per m,.und,of jute while Burma will not give more than maund. 
of rice pel maund of jute Actually foi trade to exist India should 

’ U 4 1 

get a little moie than 2/3 maund of rice and Burma should have to 
give a little less than 1 J maund of rice per maund of jute The 
differenco between the eompaiativo costs in India and Burma, viz,, 5/6 
maund of rice gives the range within which actual" 1 terms of trade will 
lie The nearer the 'rate is to 2/3 the greater is the advantage to 
Burma, the ga,m to India mcieases as theirate approaches The* 
advantage of the two countries ‘is equal at the middle point, that is, afc 
the rate of 1-i maunds of rice per one m&und of jute 


The actual rate will be determined by the state of reciprocal 
demand,' that' is, the intensities* of demand ‘of the two countnes for 
each ^other’s products The more 'inelastic the demand for nee uL 
’India and 'the more elastic the ' demand'-for jute in Burma the mord- 
favourable the rate will be to Burma/ tha't ' is, ''it' will lie nearer 2/3 
'than J 14 , it will then be lbss'than 1 m any case 'Supposing it 'to 
Settle 1 maund of lice p6r one c m‘aun‘<) of jute India's gain, is- 
jnauhd ^of^rico While Burma’s ''gam n 'ls -J ‘'inaund of rice. Similar 
'analysis applies to case (2) whfero ^dvahtdgo onl^r relative. TnitlHs. 
case the rah 'will tend to bo- mote 'favourable f t(i India Because of lier 
j grdater' efficiency iff producing ’jute ,‘' l of (Shii^so tile nature of racipro- 
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cal demand may still be favourable to Burma and neutralize part ally 
or wholly India's advantage m produetne efficiency ( , » 

Translation info money terirs 

As has been indicated before, the advantage of one or 
the other country will be reflected in lelativa' prices of jute 
•and nee in terms of money Again taking the conditions as 
given in case (1) above and' supposing wages -to be equal in .India 
and Burma, say, Rs 300 par labourer pei year, the money cost of 
producing jute and rice m India will be Rs 20 and Rs 30 per maund 
respectively , In Burma they will be Rs 30 and Rs 20 per maund 
Then India will not pay more than Rs 30 per maund for rice because 
■she can giow rice at this cost within per own borders Buima on her 
part w ill not pay more than Rs 30 per maund for jute Actually if 
the puce settles at Rs 25 per maund for both jute and rice both 
countries will gam equally Indians will get rico and Binma will get 
jute at prices cheaper than those at which they will get tliern if they 
were grown at home If India is more efficient than Burma and her 
•demand for rice more elastic than that of Burma for jute, price of jute 
will tend to be nearer Rs 30 and puce of rice nearer Rs 20, the range 
<of course being Rs 1 0 

Costs o[ Transport and Customs Duties, i 

It is now possible to introduce transport charges and import and 
export duties Suppose now that the cost of transport per maund 
between Indian and Burma is Rs .2 and there is an export duty of 
Re 1 per maund on jute and an import duty of Re 1 per maund on 
rice in India , suppose again that Burma also levies an export duty of 
Re 1 iper maund on rice and an import duty of Re , 1 per maund on 
jute Then the cost of Burman rice in India becomes Rs 24 par 
maund and the cost of Indian jute in Burma also becomes Rs 21 
per maund There is still the difference of Rs 6 per maund between 
these prices and the costs in money at which rice can be grown m 
India and jute m Burma The extent of the total gam is reduced from 
Rs 10 to Rs- 6 The prices of juto and rice will, t-ben lie between 
Rs 24 and 30 If pricos of both are Rs 27 per maund gam is equal 
Hheihigher the price gf jute above Rs 27 and the lower the price of 
Tice -below 27 the greater is the gam of India and vice versa The 
nnlatcve j/riees and gains will depend upon the natuio of reciprocal 
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•demand This shows , that higher costs of transport and * customs 
duties do not introduce any, new principle They only increase- the 
imo'ney costs and narrow,. down the gams accruing to the consumeis of 
the two countries from specialization and international tiade, So long as 
any trade exists the proceeds of the customs duties go out of the (pockets 
•of the consumers and accrue to the treasuries But, if the duties are 
high enough to equalize, differences in costs trade will stop and all gain 
from suoh trade will vanish This shows clearly the disadvantage of 
restricting international trade by levying customs duties 1 

Some Special Cases of lnternationaI,Trade , 

Two special phenomena may here be explained (a) One is the 
case of a country which both exports and impoits the same commodity. 
Thus India exports cotton and also imports it Such trade is usually 
explained by the differences m quality Thus long staple cotton is 
imported fiom Egypt for finer variotes of yarn and cloth while pait 

• of the Indian output of short staple cotton is used in Indian Mills and 
anothoi part is exported to countries like Japan which specialize m 
coarser vaneties Similar is the case in regard to diffeient vaneties of 
.cloth Eor all practical purposes impoited cotton is a different commodity 
from the one that i° exported from India Egypt haB greater advantage 
m producing long staple and India m producing short staple cotton 
(b) Then many countries are seen to import a part of the supply of a 
.commodity and to produce another part at homo This is common 
in the case of goods produced under the law of diminishing letums 
or increasing costs ' Some of the'soil is usually fertile enough in each 

-country to enable it to produce at costs which are as low as in the conn, 
try or countries possessing the greatest advantages Ihus India is now 

i 

importing many commodities such as jute, cotton and wheat and also 
-producing them at home (c) The puces of domestic gocds (i o those 
mot entering into international trade such as houses and domestic ser. 
-vices m different countries need not be uniform, they will vary accord, 
mg to variations in real costs m each But within a countiy wages m 
both domestic and export industries will tend to bo equal, so that if real 
•wages are low m expoit industries due to low comp inline advantage or 

• efficiency,' they will bo low in domestic industries and rice vorsa 

- i 1 

VThe Balance of Trade. 

The difference, between the total money values of all the exports 
-uom, and imports into, a country durmga given period of time, say, a 
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y eat,' is termed its balance of trade Both exports and imports are 
visible atad invisible Visible items are obviouslv the various .types of 
goods or merohandis; exported and imported by a country Invisible 
exports and imports denote the many Linds of services exchanged 
among nations, 6uch as the services of foreign ships and foreign capital 
and expenses of one country m another Every item, visible or 
Invisible, which creates a claim in favour of a country is an export 
from it, while ev er\ item which creates a claim against it is an import 
into it Thus India’s exports include not onlv tea, )ute and pthor 
goods she sends out but also interest find dividends, if any, received by 
hei nationals on their foreign investments and expanses of foreign- 
diplomats, missions and tourists in India , her imports similarly 
include goods imported, interest and dividends earned by foreign- 
investments m this country and the expenses of Indian diplomats, 
tounsts and students m foreign countries The difference between the 
values of merchant ise exports and imports is called the visible balance 
of trade , that between all the items may le termed the balance of 
indebtedness, which varies frqm day to day. The two terms are, 
however, often used in the same sense of difference between total debitr, 
and credit items 


■The balance of trade is said to he. favourable when credits exceed 
debits , unfavourable when debits exceed credits. An unfavourable 
balance has to Le liquidated ultimately by sending specie or gold ^he 
deficiency max', however, be met by raising loans m foreign countries. 
Such loans max then be repaid out of excessive exports and favourable 
balance m the future Bub if excess of exports is not possible even later 
on gold has to bo sent ultimately Balance ra favour of a country may 
similarly be settled by credits or loans granted by it to her debtor 
nations, which will haxe to send later either more goods or treasure, 

1 e precious metals Favourable balance is generally favoured 
popular opm'on because it brings in gold, expands currency and credd,- 
.raises prices and profits and , increases employment inside a country. 
Unfavourable balance is dishLed ^because 4 leads to an outflow of gold,- 
contraction of currency and credit, .lowering of prices and. profits a^d 
diminution m employ ment This is the reason why the various 

countries^ try to encourage exports through bounties and subsidies ana 
restrict imports through innumerable measures such as prohibition of, or 
"high duties aga nsu, imports” /»£*< g of quotas or maximum quantities’ 



oi values of foreign ‘goods that can be imported during a ’gtven period'. 
exchange restrictions in’ the shape of limiting the amounts of foreign' 
currencies made available to importers for making payment for foreign". 

goods! - ' '' ' r 1 

< 

l f 

■ Thus we find that international trade, particularly import trade, - 
is subjected to so many restrictions There is constant clamour foi* 
shutting off of imports and encouragement 'to exports But popular 
feeling is usuallv ignoiant of the fact that a- permanently favourable 
trade balance is an impossibility Any country that had such a 
balance will in course of time draw to itself all the gold that there is 
m the woild But much befoie this happens prices m such a country 
Will, use and they will fall in other countries from which gold is- 
chained away This wjll itself increase imports into, and discourage-" 
exports from, the country ynth favourable balance of trade find restore- 
the balance between hei exports and imports In case currencies are; 
not convertible mto gold, or export and import of gold is prohibited 1 , 
balanco , m trade is restored through changes m exchange rate, A 
counti y, whose balance ^ of trade is favourable, loses her export trade 
through a rise in the value of her currency in terms of othoi curren- 
cies, which makes her goods dearor in the world market and the goods 
of other countries cheaper inside hei borders, Even if imports are shut 
out altogether by such a country her exports will be automatically 
stopped because other countries will have no gold or foreign exchange 
left to pay for imports fiom her Thus international tiade is m the 
final analysis mere barter Payment for exports is received in the 
form of imports through the foreign exchange mechanism, consisting of 
banks that pui chase and sell foreign drafts This obvious fact has to. 
bo borne m mind m all controversies about free trade and protection,, 
wjnch nmy now be examined , ( 


Before taking up these topics it may! however, be well to note. 

1 ’ ' countries to have 

t C 

A creditor 

the past used to import much more of 
goods annually than she exported But the excess" of hei imports was 

ilOO f J/ ^ " t ( J 

reajly^ explained by her invisible exports m the shape of large amounts 
of interest and profits received year by year on her foreign investment! 
and huge freights earned by her enormous merchant fleet Debtor 


conditions m which it is apparently possible for 
permanently favourable or unfavourable trade balance 

nation like Great Britain in 

I i 


mations like India m the past showed, on the othor hand, a permanent 
excess of exports over imports But here again the favourable trade 
balance v,. is liquidated year by vear through tho lmisiblo imports m 
the form of paj, ments for British ships used, in carrying Indian goods 
and interest and profits earned bj British capital mvestod m India 
.plus savings out of salaries eamod b-j British officois in this country 
Hhe situation has of course now been ontireh levorsod, so that India 
should now be able to import contmuallv more than sho oxports so 
Jong as the debt owed to her bv Great Britain in the shape oisterhng 
balances lasts 

dc and Piofccfion, 

Tho term jrce trade denotes the policy of a state m which there 
are no restrictions placed on international trade Protection, on the 
ether hand, denotes the policy of a government which restricts foreign 
tiade for the puiposa of protecting home industries against foreign 
•competitors These twin policies of free trade and protection comprise 
the woild s l a riff problem, which is concerned vv ith tho subject of 
taxes levied on imports and exports of a countrj Protection ib 
usually gianted in the shapo of high import duties on foreign goods 
'Ihe'so duties raise the costs of such goods m tho importing conn- 
try and limit or cancel their power to compete with homo made 
goods Of couise, protection is needed only when costs of the 
piotected goods are higher in the home country than their costs in the 
ioieign countiy or countries plus costs of transport, which themselves 
net as protect’ ve agents Thus suppose (l) The costs of producing 
ciystal sugar in Java is Bs .5 per maund at the current rate of 
exchange Let ween Indian and Javanese currencies and tho cost of sea 
•transport is Bs 2 pet maund between Java and Bombay, (2) the 
cost of pioducing similar sugar in Kanpur is Bs, 25 per maund and’ the 
cost of rail transport is Bs 2 between Kanpur and Bombay Then 
the prices at which Java and Kanpur sugar can sell in Bombay ate 
IBs 17 and Bs 27 per maund respectively This means that Kanpur 
•sugar cannot compete even at Bs 26 per maund But if an import 
■duty of Bs 10 per maund is levied on Java sugar Kanpur sugar can 
■compete on equal terms Any duty higher than Bs 10 will of course 
shut Java sugar altogether unless the Javanese producers aie willing 
for some l eason to suffer losses 
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nmOl 1925 Howovei, oven fxea trade countries may levy import duties, 
termed cw.tcrvaUng dttltes, to counteract the unduo advantage ob 
tamed in the home market by botmtifed foreign goods ThuB once before 
the World War II South Africa gave a bounty to hei coal producers 
on coal exported to India and Indian coal producers clamoured for “the 
levy of sucn countervailing duty on South African coal Such a duty 
is supposed to bo necessary' for seeming jair trade, that is, fair tonus 
at which home produce can compote with foreign goods Retaliation, or 
retaliatory duties, denotes import duties lovied by a country on the 
goods of a foreign country ns a measure of lotaliation against import 
dut es levied by the latter on the goods of the country retaliating 
Retaliation has boon advocated and adopted by India against South 
Africa because of the latter’s lltreatment of Indian settlers m that 
country Reciprocity, on the other hand, <means mutual concessions 
granted to each other’s goods by countries having friendly relations 

Under reciprocity we may put preferential treatment extended 
to each other’s goods bv agreement among friendly nations The 
best example of such mutually preferential treatment is provided by 
the policy of Imperial Preference widely adopted by the countries of 
the British Empire during the mtei- war period. It consisted in 
admitting goods coming from empire countries at lower rates of import 
duty than the rates imposed against similar goods coming from foreign 
Or non-empire countries Usually import duties worn levied according 
to the scale of protection needed by protected home industries, and 
• duties against foreign goods were raised above this scale rather than 
lowering duties against empire goods below the scale This was done 
to avoid cancellation of the protective effect Of an import duty 
, Imperial preference was bower er generally disliked m India for fear 
of its being applied by her foreign government against her best 
interests through pressure from the British Government exorcised for 
the benefit of powerful British industries 
Advantages of International Trade 

; The long discussion of the theory of comparative costs hfts 
already shown that mtemitionl trade secures many advantages They 
-rimy now he summarised as follows » — ' " 

' f, (1) International trade puts at the disposal of 'each country goods 
which it cannot possibly produce at all because of the total unsuifabi 
lity of its natural leSources {?) Even* when some of these goods eftn be 



•jproduced the costs are higbei than m other countries whose natural 
-and human resources are more suited . ito their r productions -Such 
goods are then obtained by teach country at prices much lower jthan 
the costs at which they can be produced at home, (3) Advantage is 
positive even in the case of goods y?hich can be produced at home at 
lower real costs than in the exporting countries because of relatively 
greater efficiency in the production of other goods (4) Natural 
^resources of each country are more fully exploited and the extension of 
-market secuios greater economies in costs of goods produced undei the 
law of increasing returns Beal wages and profits m each country aie 
thetcfoie higher than they would bo without international trade. 
■(d) Famines are avoided through deficits of food in some countries 
b&ing made up from contemporary surpluses in others (6) Productive 
efficiency of all tho countries increases through exchange of improved 
machinery and through communication of technical improvements m 
machinery and methods of production made possible beoause of inter, 
national trade relations Ideas travel with goods. (7) It is evident 
that free trade secures these advantages do thB fullest extent while 
protection or other restrictions ‘ on trade limit ‘or cancel altogether 
such advantages and prove burdensome to the consumers These 
restrictions also breed commercial jealousies and give rise to tariff wars 
and to armed conflicts between nations. 

i \ x 

'Disadvantages o? International Trade. 1 

International trade has' certain draw backs particularly because 
of political reasons, and some economists have therefore advocated 
.protection or restrictions on free trade ^(1) Thus 1 there is the danger 
. of sacrificing a greater interest of the tutufe to the smaller interest of 
the piCsent through intensive exploitation of natural resources. For 
example; mines, forests and even soils aie liable to speedy exhaustion 
through exports of their products (2) A countij is exposed to the lisks 
of 10ss of fOieign marketBi' cutting off of essential foreign supplies of 
fdod and raw materials and of disorganisation of industnal life Thus 
national-self sufficiency is advocated as a remedy, (3) There is also 
greater nsk of widespread unemployment resulting from specialization 
in ' one or a ■ few industries For example, England specializes m 
manufactures and her life -is yoiy extebsiVelyi disturbed by >a strike 
of coal mine is Bestnotionists /therefore advocate diversification of , 
_mdustiy to avoid thei evil (4) One sided development in' econbmic 
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' also leads to ady erse social and -political effects i Thus pre- 
domlnanca of agriculture means rurnlisation, loss of skill and 
intelligence und lower wages and standard of In mg Too muchoC 
industrialisation, on tho other hand, concentrates tho population in- 
cities and causes dotei'ioiation m its health England, for example, 
has been experiencing some difficulty in finding enough recruits for 
her dofenee services fiotn her predominantly mdustr’al population 

Arguments In favour of Protection 

A number of aiguments hay a boon advanced from time to 
time against free trade and in favour of protection To tho extent 
that they are valid they r indicate the disadxantages of interna, 
t, lotnl tiade m general and free tiado in particular As we shall 
see some of these b.uo economic force behind them , others. 

te mainly political based on usks of international conflicts and 
will lose thoir force if political boundaries were broadened or 
wars and consequential cessations of trado could be eliminated A 
number of- othei arguments aio generally advanced, but they are 
found on examination to be laigely fallacious , 

I The most important of the economic arguments is tho uxfant' 
industry argument accoiding to which a country may possess potential 
advantages in the production of Certain goods bnt may be prevented 
fiom developing appropnate industries because of the competition of’ 
stronger and experienced foreign lnals If protection could bo granted 
to such industries they are expected to be able to reduce costs m course- 
of time and to face foieign competition without protection If the 
costs are reduced below those of the foreign competitors the gam m- 
the future is obvjous and justifies tho extra burden on tho consumers 
falling temporarily m the shape of higher puces of the protected 
goods Even if costs are reduced to' equality with those of the foroign 
producers costs of transport can be saved to the benefit of the consu 
mors The 'force of this argument is admitted by most economists, but 
the v all advocate limitation of protection to industries possessing real- 
potentialities of development and for a temporary' period Thus tbo 
Indian Eiscal Commission of 1921 recommended ‘discriminating pro- 
tection' i e , pioteotion for only those of the Indian Industries which 
promised full development and ability to face foreign competition 
unaided after a limited peuod of protection Unfortunately' once 
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iprotection 7s grantor! to an mdustiy, it tends to become peimanent and 
means continued exploitation of the vast numbers of consumers foi the 
benefit of a few laige pioducers 

2 Diversification of industries Another economic argument is 
that dependence bj a countiv chiefly on one or just a few industries is 
aery nshj Thus any factor like drought or flood or shrinkage in foieign 
demand throws the \ast majority of the people of India engaged nr ngri- 
•eulture out of employment and causes widespread miseiv If occupations 
weie moie diversified the extent of distiess will be limited to a smaller 
■section of the population In fact, due to the predcmmance of agn 
cultuia disturbances hko tins are fiequent in India, and then adieise 
efiects extend to reduction in lailway tiafhc and earnings rnd to 
-deficits m the budgets of the vanous governments 

Predominance of one mdustiv, particularly igiicultrue and othei 
extractive industries in i countiv, is also said to be disadvantageous on 
othei giounds (a) It bungs about exhaustion of naturil resources 
/ like soil and mineral deposits through intensive exploitation foi export 
as well as foi home consumption (b) It means lower leal wages 
-which usually prevail m extractive industries because of piedominently 
•unskilled labour required m them Manufactures, on the other hand 
aequue and dovelop skill and intelligence and ra’se wages, 

3 Protection of home industries against dumping by powei- 
ful foreign nvals is justifiably advocated in spec al cises Foiegn 
pioduceis possessing vast resources in capital maj undoi conditions of 
fiee tiade dumj) then goods in a counti> at pi ices below costs m 
anticipation of more than recovering the losses inclined when home 
mdustnes have been mined and juices can be inised much above cost', 
Such cases aie, howevoi, lare and when they do occui protection 
should be oxtonded onlj dm mg the period dumping continues Pio 
i lection against more or less peimanent sales at lower pricos bj a 
ioreign monopolist is not so necessaiy because his aim is not to destioj 
homo mdustnes and the country gets an enduring advantage m the 
•shape of lower prices paid for such goods 

Protection may howeici, he justifiable m two other similn 
cases which iopit,sent concealed dumping (a) Thus when the govern. 

18 
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incut of u foreign count! y gises u bounts oi subsirls ono^pitsto 
enable jiei pioduccis to soil below costs in foieign countucs the <-Ae~" 
ment of an unpoitmg count! \ is pistil <d in impcs'hg ni'po't V .'a 
cqunl to the bounts us otliei ssiso Inn ic pimlu i is will be tusten a* 
the home m ul»et (b) \gun when a loiciqn u>i‘nti\ (K'salu i.e= n 
depicoiatc- hei cuiiency hu goods l clo no the ipm m othei mmitiits 
whoso cunonc’cs uimm stiblt'*' llu 1 it'oi in. is then jus* lulilj 
iiupO't unjiort dut es to the otent of depuci ition of foreign curr n wi 
foi on iblmg home j uidncers to contmm to compile in th n owi 
count rs ^omet lines the dtoimtmi mthod of equal depiccnt 0 ’ o 
fhc homo cnruncs is adopted line- when Hnt on ul iiuiouo t tin 
gold stmdaid in 1931 1 ipan did Idewtsc n low mouths aft* 1 ' ti 
iol un her compotiliso possm in th< mimiitionil rnnket- Bu‘ suol 
compctitAe l ic ft in unitney depict' dum dns good to no c untrs . 
conti ids foioigu ti ulo and its ids mtiij es 

4 Advocacy of national self-sufficiency ]<• in unis a pokt u 
argument It is adsancod on the giound of is aiding dependence w 
loieign sources or supplv v-lnch may bo and nvo actually cut off it 
times of scar Such a contmgoncs has undoubtedly a scry ads ore. 
ef feet on a countrs ’s abilits to continue ssar for ans length i f t.n< 
and to succeed ra ssanuing it Bach usiliru economic life is situli 1 
d -.tuibed \pait fiom scaicits of food piosiousls mipoitod mabiht' 
to mipoit raw materials and to expoit mamifactmod oi lass preancf 
will Icid to reduction oi ussition of mdustml output and emplovmeit 

5 Some of the fall ic ons nigumeuts mis now ‘ o examine 
(a) One of tlu.ee i« tint protection creates market rid increase 
employment bs shutting off of mipotied goods But is ssc Inn 
seen stoppage ot mipoits bs i ccuntis vs ill soonu oi ht*u stop he 

^ I his m s be explained bs in evunpk Supi oso bqimw 
cunencs unit cdlcd yen is equil to Its Ji Then ignoiitig c sts :o 
truispoit one you ssoith of .lapmcso goods ssdl sell foi K-- $ 1D ^ c ' r ’ 

Bov suppo-e Tapau losseis the .due of sen ioEs a/4 oi just 1 1 mras 
Then tlio same goods s\ >11 nmnedntels begin to «oll foi 2 ann’S o 
half thoir pies ious pnee, Indian goods then cannot compete becau c| 
their costs and puces leunra is before K duty of 100 B / n on .Tapones. 
goods -will raise their puces again to the origin il figuie md einm 1 
Indi m goods to compete Similai result can bo secured bs ledutiuj 
the salue of the lupeo to lnlf, which leally menis rostoung the 0 ( 
l ilio of lsen =Bs 1 
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evpoits Othei countries will cilhoi lotitlmte at once 01 thov wilt ha 
compelled soouoi than litoi to atop then ovrn imports from such a 
count i\ bocuuse of lack of gold or the moans to continue pui aliases of 
has goods Piotoctiou can thus only load to substitution of homo for 
foreign uiaihct, it cmnot croito oitl oi additional muled oi additional 
4 employment Such substitution is 10 llh dtsudynnt igoous in so tai as 
it diverts laboui md capital fiom pioducing goods m which thou 
efficiency nid powei to compolo is greater to the pi eduction of gwds in 
which (luii efficiency is loyyoi For, if it y\oro highoi ot ovenoquil, 
piok'Ction y\ ill ho unnticessuy 

fh) Maintenance of wages and standard of living of the people. 

It is contended that without piotections goods pioduced by loyv paid 
lihoui alnoid \\ ill flood the market uid homo niudo goods yyill not bo 
iblo to compoto with them unless wages aro reduced to the loyei of the 
competitors This ugumont is puticul triv idyancod in countnos like 
the Lmtod Status of Vinorica whore yyages ind standard of living uro 
uihtnoh yeij high Bur it ih forgotton that higlioi leal yyages m 
_ j i country i re the result of hot highoi efficiency and not of protection. 
t It is v nutter of common knowledge that nmu\ types of goods pioduced 
without any piotoction by highly paid woi kors in Amonciand England 
compute fuyomabh in' India and China yvliero yyages am ovtiemol> 
low Piotoction cm keep up money yyages in piotected mdustrios only 
by laismg pneos uid i educing ical yyages Igam, if all goods aio 
piotoctod m Auieuca by piohibitivoly high nnpoit duties her espoits 
y\dl tend to disuppen and then the costs md puces of goods foimeily 
impoitod will use and leduco loll wages 

(c) Taxing the foreigner by means of Import duties The 
mist ikon idea lioie is that the foieign pioducoi boars the impoit duty 
Ho emuot uuko the puce of lus goods foi leai of i eduction m demand 
This is not couoct High piotective dutits usually cut off imports 
iltogethoi At least that is the intention of the imposing authouty 
v .. i ad thoio can then bo no taxation of tho foioignei The duty is as a 
ud* shifted to the consumer of importing countiy unloss in the laie 
case whore she has tho monopoly of demand and the foioign pioducor 
lus no othei uUomitiyo market for his goods But even thou ho cannot 

ft v ) 

rontiuuo selling at a loss 

Drawbacks of Protection * 

Piotoction has sovei il advei so cffocls on the economic life of a 
mtion (l) It dnoits labour and capital fiom mono to less productive 
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occur tons Obvioush countn s comp irat n c ad\ antdgo m the produc- 
ts of protected goods is le*s thin that of some other countr\ agains* 
-r, n Cil j )r o ection is sought This meins that benefits of specialization 
m the most n d\ant’geous industries is whollv or parfclv lost ami tlie 
consumers =ufTor the burden of higher prices The burden is likelv to 
b> put culnrh be n't in poorer countries like India And of coarse 
consumer' loss goes not to 1 lcro-ise n mon.il revenues but to enrich the 
proiucPi'of pioteacd goods (2) To the extont that consumers <$ 
r cl >>e poorer than prtxlucers protection accentuates lnequalm 
m ‘hi distmnition of incomes and wealth (3) Piotection foster 
xrrjrn]'l Once foreign competition is shut out b\ high protective 
<le .( s u becomes profit lble to promote trustification or combin i f ion of 
in < rn si com pi titorc with 1 view to sectire monopolv power inside the 
thrill birnus Without piotection foreign competition will bo them 
to pievont uneigence of such powei to Teduce output and raise pi ice 
(4) ‘■'helu.n.u under the wings of piotective duties films are likely to 
i ocome slfct in their stirch for improvement m technique emt 
uig'nm ition Thus protection mav ict ns a check to industrial 
jmig-C'S The spur of world. wide competition usualh proves stronger 
■t h s i Mt'M n d comi>ctition in this matter (5) Protection is verv lile'v 
to lo 1 1 to political corruption Hugo profits accumulated l»y 
jo sifet cd lndirtuos sro sometimes used to bribe the legislators 
-or cunt mu met <u protect, on to them even iftei the period of ‘mining* 
-s o.er 

The Theory of International Trade f Summary) 

Xlic who'e lh«orv of inteinttion il trade comprising the !iv 
co'iq ir ti.e exists >tid conHsi le* l'ov mg from it mav now be sun ii ' 1 
} J) S foH')V s 

(l) Im« in it on*l ti ide rests on the existence of difference' m 
eonuintm c-ists of proiuung tv o or mor< enmmodit ie-> « 
count - 1 ' < r gig-'d n such tr de In the licence of such -> dttfertrux * 0 

tr*. de c i ns 

{-i Difference' » comp untive costs are b i«ed on differtr&.~ t" 
c id r ,v.> idvnntagfs r< sulhnr / rom variations in natural md 1 tim 1 
r^seeisu- pjst. d <!’(» o,‘ counties 

< U L'chomntrv spccuilircs in (tint is produces io- 
lor cvror? ) < r *- or monj commodit’es m the product on of rhxb 
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her Inborn and capital are most effective , that is, m w Inch she 
possesses the greatest comparative advantage and whoso cost is therefore 
lowei than m other countnes Other commodities are obtuned in 
ovchaugo foi hoi own goods by importation fiom othoi countries 
^ possossmg groatoi advantages m the foimox Goods produced under 
increasing costs nm be p.utlv produced at homo and putlv irnpoi ted 
fiom ahioul 

(4) The greatest comparative advantages possessed by trading 
nations mnv ho absolute 01 only relative 'When the} are absolute both 
real and monev costs aic lowei than m otlior countnos Whon ndvan- 1 
tages are onlv relative icnl costs m the oxpoitmg countrv are higher 
than in some othoi country or countnos but money costs tab actually 
lowei in it Lowei money costs aro no doubt due in such a case 
to lowei monev wages, which tuo the natural consoquonce of relativolv 
lowei efficiency 

(5) ‘ Increasing and decreasing cosis indicate a falling oi using 
J comparative idvnntngo" t Evpoits of the increasing cost commodities 
' will tend to doclmo while those of decreasing cost goods will tend to 

oxpind with meueaso in thou demand and output Part of the supply 
of increasing cost commodities will he produced locallv m each country 
on more foitile oi pioductivo soils and other natural rosouicos unless 
those laltei do not ovist oi aro so unproduct.no as to bo unable to 
pioduco at competitive xatos ’ 

(0) Special] /ation by, and trade among, nations results m gum 
to all of them Each nation or countiv obtains its imports at tire 
lowest possible cost m hotlr real and money terms The gam in. 
real terms consists in obtumng more of smpoitod commodities pei umt 
of goods pioduced by a countiy oi pei unit of laboui spent in producing 
such goods It acciuos to the people m the shape of highoi real wages 
Wv ‘and pioiits, or incomes in general r Iho highoi real incomes nmvr 
f take the form of higher money incomes or lower prices 

(7) Tho nggregato gam from international specialization and 
trade is equal to the difference in tho comparative costs of producing 
the commodities m the importing and exporting countries * The share 
of each countiy m .this gam, oi the rate oj thterchan£e, is determined* 
by (a) hor own pioduo tive efficiency and (b) the state of reciprocal 

1 Ellsworth — International Economics p 04 ’ 
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demand 'the higliei the conqmntm> mhiintigo in prodi cmg her own 
goods and tlio mme inolistu the foi such goods in other 

countiies tho moio favourable i ho rite of int'Hclmngo is likely to bo to 
hor, and vice xorsn 

8 Puces and money mcomos are so adjust od m different 
countries as to bung real incomes in tbun in confmnitx with their 
pioductno efficiuncios and elnstu itios of demand for each others 
products Tho necessary adjustments in thou price income etruduies 
aro brought ibout In one side 1 flow of goods uul («) movements of 
specie m the loioise dncction uudoi the gold standard and (&' shifts 
m tho e'ch.mge rite undoi lncomoittblo pipei stand ud Thcso 
movements uni consequonti \l adjustments m prices and incomes 
continuo until cquililnimn m trulc is rcstoied, that is, until the \ dues 
of total e\poits and unpoits — visible and im isible — of each countrv 
are cqml oi neaih so 

(9) When tiado is in cquihhnuni Ingh wages ire the results of 
Jiif.li efficiency oi high comp iratne ueUantnge in jiroduction and do i 
not check exports , nor do low wages mcroaso exjioits 

(10) The floor tho trulo the greater is tho gam seeming to 
each count i j Anv facloi that impedes the free flow of goods, ot 
raises tho costs of trndo m them such as exchnngo restrictions and 
export and import la'cs, nnnows down tho difference between com 
parativo costs ind tho extent of gam from specialization 

(11) The fundamental difloi mco between internal and external 
trade hes 111 coinpirntivo immobditv of labour and to somo extent of 
cajirfcal between diffeient countre s as against freer mobihtv between 
diffeient parts of tho same couut>\ Tho result of this is that roil 
wages and piofits mav differ widely in conntnes engnged ill interna- 
tional trade , within a countiy *duy tend to bo equalized excoj't to the 
extent that tlieio exist anx non competing gioups Specialization and 
trade between different parts of i countiv can exist onl\ who" 
advantages of each part aio absoluto , between different countries trade 
may and does rest m many cases on morelx rolntno advantages 

(12) Puces of all goods entering into intornation d exchange are 
nearly equal m all countries is they ire in different parts of a countrv 
Puces of domestic goods may vary' fiom countiy to country, but wages 
prevailing m domestic and export mdustues within a country 



'will tend to be equal, with the lesult that if they are low in the latter 
■they will be low in the former also 

The Tariff Problem in India m relation to the Woild Tiade and 
Tariffs 

The advent of British rule m India largely coincided with 
•the advent of industrial revolution m the western countries As ; 
Great Britain led other nations m the inarch towards huge scale 
Industi lah/ation the policy of free , trade suited hei mteiest best 
■throughout the larger pait of the nineteenth centuiy and early part 
of the twentieth It was to her interest to import food and raw 
materials is cheaply as possible and to sell as freely as possible her 
manufactured goods throughout the world She naturally became a 
free trader m both theory and practice md applied the srnit policy m 
her colonies and dependencies like India In has cottage industries 
•such as theie existed, decayed against the onslaught of cheap machine 
made goods, while large scale industry could not emeige without the 
help of protective duties, which the Bntislr Government in India cons- 
tantly refused to apply, However, rapid industmlraation of Germany 
and Japan undei state protection led to stiong agitrtion m far our of a 
policy of industrial protection in India and the government was 
compelled to adopt it m 1924 according to the recommendations of the 
Fiscal Commission of 1921, (Chairman-Su Ibiahun Bahimatoolle) 

The Government of India has applied m India what has been 
called by the Fiscal Commission ‘disci iminatmg protection’, thrt is, 
protection granted for a temporary period to nascent industries, which 
may be expected to come, to ma Unity in course of tune and to be able 
±o face foreign competit'on without protection Indian businessmen 
.and politicians cnticmed ‘discriminating piotection’ as a reiy' halting 
measuie and clamoured for a more boldei policy of protection How- 
ever many industries hare made lapid progress since 19-4 even 
under this halting policy until .India had become bv the time Woild 
War II started self-sufficient or neailv so in the manufacture of cloth, 
non and steel, cement, matches, sugai and p ’pel among several other 
products meeting .essential needs ,0£ couise the two Woild Wais 
hare been of special help m India s ; progress towards industriali- 
sation. , By 'cutting oft of foieign supplies and raising the prices of 
various goods a wai always makes it profit rble to stait nerv and extend 
old manufactures. , 
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In the penod between the two 'Woild Wais, I e, Between l9l& 
nnd 1939 international trade suffered i gieit set-back due niamlv tw 
tinea causes (1) Emeigence of huge international debts payable in 
gold (a) ba Germaua to allied eouutues is wai mdemmta and (b) b\ 
the latter to America in lepavment ot loans conhacted dunng the 
Vi ai of 19i4-18 (2) These debt payments led to the concentration 

of the bulks of woild « monetary gold m Amenca and France, which 
refused to receiae then foreign claims in the shape of goods br 
imposmg high tariff walls agunst them (3) Scramble for gold on the 
part o f Germ ina and the allied nations to meet their debts, and by 
mam countues to rein e gold standard, made them tlnow their goods 
on the world maiket at any puce and caused piecipitate fall m the 
general lea el of prices paiticularh of raw produce, and led to the great 
trade depiession and widespread unemployment thioughout the woild 
from 1930 omaaids f 4} This m its turn reduced the purchasing 
powers of the masses of the people partiuulailv in '■gueulturul countries 
like India and Australia, which found difficulty in meeting interest and 
othei dues on their foreign debts (5) The rise of Eaz'sm In Germany 
and of Fascism in Itala led to huge wai prepm ations on their part 
and to a era strict regulation of their foreign tiade (G) Vlost countries 
then tried to meet the situat on ha restricting imports through such 
measuies as exchange control and bilateial trade agreements, fixing 
quotas of foreign goods each country was willing to receive from the 
other 


Tlie situation v~as met in India ba the adoption of Iiupsn-I 
Preference in terms of the Ottawa agreement laising of import duties- 
against cert un foreign goods and bilateial tiade agreements with Japan 
and Great Britain The policy of impeual preference, professedly 
adopted by tne Goaernment of India ni the mutual interests of India 
and Cyber Embire countries, met with hostilita m India due to the 
feai of ii^r for ago goyernment subordinating Iudir s interests to those 
of Great Britain and her self goaemmg dominions. With a free 
goi emmem n India agreements about preferential treatment with 
Empire coni Vues will now be based on perfect .reciprocity* and need 
not excite ai y biassed opposition Throughout the inter- war period, 
the tanff pm icy in India as elsewhere avas dnected toaa'ards increasing, 
exports and \ restricting imports as much as possible Such a policy 
-on the part\ of the world as a whole vms doomed to failure as it is- 
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-steilmg bahncos 1 can mike is of • smill ordeL rod can finance only a 

fraction of oui total imports, . — the second consideration 1= 

that ot pieserving our markets overseas unless we keep on 

making some exports of cloth to the maikets where our cloth Ins 
established itself dunng the past cosrs, we shall surely lose these 
maikets” 'He then leiors to the need for ti ldo agreements tor “the > 
piocurement of the goods and commodities which we ourselves need” 

\menca is the onh countrc that is m i position to export hut 
the absence of exportable surplus and gold m the countries needing her 
goods has caused dollai sc->icit\ Americas need to export bon>o ^ 
n°cessiry is othei countnes need to import the foimer is extending 
doll ir credits 01 lo ms m tanous % it s She is granting huge credits 
101 the European Recovery Programme and m iking available loans 
thiough the newlv established International Bank for Recovery and 
Development to the countnes devistated In the \tai and to others 
which are economicallv backward and need capital foi dovelopmg their 
natural and hum in resouices 

With the adaent of political freedom in the country and wide- 
spiead interest m phuning the tariff problem has assumed an altogotlier 
mew content m India There is no question now of foreign interests 
protecting Indian mdustnes Hour getting the necessary protection 
Immediately, as ue hare seen there is such scarcity of goods that few 
mdustnes actually stand in need of protection As and when foreign 
competition grows the Go\ eminent of India can Ik depended upon to 
oxtond ana me isure of protection that becomes necess iry from time to 
time The Goteinments at the centre and m the Protinces are all 
actively interested in mdustnvl piogiess on i plumed and vet rapid 
adale The real question of importance to the Indian mdustiialist of 
tc.|lay js not protection against foreign competition but assurance 
against n ltionahzation at aibitiary lutes of compens ition 



CHAPTER XXI 

THE PROBLEM OF DISTRIBUTION 


'he Problem 

Distribution, as a division of economics, is concerned with the 
tudy of the puneiples that govern the distribution 01 shanng of the 
vealth among ihose who pioduce it It deals pnmanly with the 
h vision of the income or periodical output of wealt h among the 
nembeis of a nation or society and not with the stock of wealth 
xistrag at any time , the lattei stands already distributed in the 
ense of being possessed by the owneis It will be seen, as we 
iroceed, that the distribution of wealth affects the distribution of 
ncotne in a society m which land and capital are pnvately owned 
nd yield incomes to then owners apart fiom w ages and piofits 
amed fiom active work The incomes accruing to owneis of 
vealth 01 pioperty aie usually laiger than those of the peisons who do 
lot own such instruments of production And ofcourse the laigei 
he annual income of an individual or family the greater is the chance 
I the stock of wealth possessed by it giowmg and the shaie o£ 
ncome coming to it becoming laiger in the futuie Thus the two 
li 8 tnbutions— of income as a flow and of stock as a fund — are inter, 
lonnected and yet one ought to be distinguished fiom the othei 

Anothei point to be noted here is that we nuj examine diStubu- 
1011 of income among the slmiers from two points of new (l) We 
na> Stnd\ the foices that detoimme the shales of the income going 
;o the owueis of the foui factois of production as lent, interest, wages 
md piofits This is functional or class distribution, whose study 
iompiises an liiquny into principles governing the shaies accnnng to 
nembeis of the community as landlords,' capitalists, labouieis and 
irgamseis Heie we are concerned with why rates of rent or wages 
itc , aie what the} are at any time and how they use and fall It is 
;his kind of distnbution that is the mam theme of most text-books, 
ncluding this one But the inquiry may be undertaken fiom another 
■tmdpomt ( 2 ) We may try to examine the foices determining the 

285 
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shares of the total income accruing to individuals or families Tins S. 
personal distribution, whose studv explains the diffeienees in 
incomes leceived by the individual memheis of a nation This 
problem of inequality m incomes and m wealth, on which it is based, 
is increasingly coming into piommence m piactic.il life as well as ra 
theoretical analvsis m economic literatuie 

The two studies ale not fundament ill} different, it max be 
noted They are complementary m nature As' we explain the 
euieigence and fluctuations in lent, mteiest and wages, we explain at 
the same time differences m incomes of individuals who own land and 
capit/L and also wore 101 wages and those who aie mete wage eameis 
The total income of an individual or famil} may consist of onlv one 
kind of shaic oi of all 01 some of the shares The real significance 
of the distinction between personal and class distribution lies in the 
modern emphasis on economic equality and focussing attention on 
inequality arising from privite ownership of land " and capital It is, 
howevei, a fact that a mrnibei of mere wages-earners, film stars for 
example have much largei incomes than manv landlords and capitalists 
This question of peisonal distribution and inequality has been dealt 
with in short at the end of this chapter 

Importance of the Problem 

With gieat lmpiovements in the technique of production and 
consequent changes in economic life in modern times emphasis 
has tended to shift from production to distubution of wealth While 
oldei economists spoke largely of productive efficiency modem 
economic literature draws pointed attention towaids inequality 
in distubution and appeals foi distnbut ve justice The leasons are 
obvious (l) Distribution as an economic problem did not exist in 
{primitive stages of societ>. In the hunting stage each individual 
consumed what he produced , theie was none to claim sbai m his 
catch As family life developed the members began to pioduce jointly 
but division was accoidmg to need of each membei of the fanulv 
resting on mutual affection The basis of distribution was non 
economic This is also the ideal of the ideallv communistic societv 
but is found to be difficult to applv in practice as we shall see Then 
as the division of labour among families appears conflict of intei est 
arises but ra the field of exchange and not ra that of distubution It 
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becomos a question ot how much each family gets of the produce of' 
others m exchange for a given quantity of its own The problem ie 
one of baignmmg shength Die div imou of wealth pioduced and 
obtained thiough exchange among the members of each fami j is still 
based on affectiort - - ,< 

2) But with the emoigonce of pioducfcion m biggei , factories and 
f, mis tnd the saptu ttion of ownoiship of the fictors of production 
engaged m thorn, division of totil output assumes the foim we are 
witness ng in modem times The shai.es come to each agent in the 
shape of money incomes , ^ot they lopissenb after all shares in the 
monev value of the total net pioduct of the productive establishment 
Conflict of interest is then bound to ai lse ( 

i 1) The question has become acute with latge foituues built up 

by owncis of land and capitil and huge annual incomes ieciumg to 

them a® agunst no pioperty and meagie incomes of the mole wage 

uneis, who constitute Hu vast hulk of the population in each 

count! > The political power of tlie latter in demociatic countnes has 
1 > *> * 
led them to attack the vei v liasis of tho pioductive and distributive 

\ l > i T > 

system, namely, the rights of private ownership of the meaus of 
production and fiee enteipuso 

l J 1 * » 

(4; The lecuirence of the phenomenon of ovei-pioiluction or 
under-consumpt’on in the lecont economic histoij of the woild hrs put 
a fieslr weapon of att ick in the hands of the wage earner's and then 
leulers. Piom time to time wo do imd a situ ition in which food and 

V < t * 

cloth ue lotting m the godowns of f umeis mcl fictoij owners while 
hungiy mouths and unclad or half cl id bodies aie theie to consume 

* i 

evet v bit of the idle stocks The producer tie oigei to sell md the 
consumers eagei to huj, but theJittoi have not the meaus to prv tho 

1 J - ’ J » 

puces demanded by the foimer accoiding to costs mctuied bv them 
This pnadox of poverty in plenty is ascuhed to the frultv system of 
distil bution of tho national income The hulk of the slraie acciuing to 
the rich is invested , that coming to the poor is not enough to puichase 
the goods the j have pioduced Nationalization of the means of pi o- 
duction and ceutialized planning of pioduetiou md distribution t are 
adv oc ited as i emedies 

I t |l l - 4 

The National Dividend 11 ' ' " ' ' 

\\ hether vve consider distribution fiom the point of view of indivi- 
duals oi classes the amount bf wealth tvailable foi distribution 'during 
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A i>ut of tiiu ivtlionil diudond if. i oiisuuiotl ocen ceti ny the. 
p'oplo and nnolhot put goes to nictumo tin < ipit.il of tho community 
In t«tiii‘} ot momc income tho fortnei p^ut h spent »ml tin' litier 
saved Pint Inmg Fi*hoi of \mein_i include* in tho nation 1 dieid- 
v, end onti that put of the not pio.hnt which on'i rs nacelle into con- 
sumption and imlnd»s the put Mint is seeod It ime Ik. note l that m u 
st .turn u e st i'o v hou* onh rtpl iconic nt of worn out c ipitnl i«- pos* hip 
co.n ip's of Pi^hpr and Mimhdl will he identical Howceei inincu 'so 
m tln> ri moiml dieidond from the produ.t ton standpoint of Min's!) til 
i*. o\pi ct< d to in< ru<so th j dn idond from the consumption standpo nt 
of Fisl > j in futuie \c u* when iddiiion to cipitil will met ease the 
pioru.tiiec pov ci of (he {ointi.uniK 

National dividend and welfare He identic the m m of th ’ nst>on- 
al do idciid hue ii dm of i elation to nnlionil woliaio fox it is fiom fine 
ih it the unions events of production got then shires Jo <1110*0 agnn 
Di Marsh dl * it i<= it one'’ the aggregate ‘nett piorluct of, and the sole 
t somco of p.nmont for, all the ngonis of production within the counhe. 
It is dii dod tip into oumngs of labour interest of capti d mid 1 istlv 
tho ptoducot « suiplus or lent of ltnd It constitutes tho whole of 
them, and tho whole of if i<- distubuted iinon.; thorn , tho huger it ic- 
Ihe huger ot lit 1 things ho mg equal, will be the shmu of oich of them 

\n inuc.i'-oin nutioiul dmdouod is expected to put moioof wodth 
at tho disposal of 0 ich cl iss ot indie ulunl, hut not so an mciease in. 
mtional income which mac 1 0 due to iis« in pines Ihus Indus, 
nation d income 111 hums of nionoi is hound to be untie tune' what it 
ev is in Mi S’i hut in ic nctunllc 1 m low< 1 in real toims because of higher 
puces ^uiothoi point to he noted h that ihsolute sire of tho dm* 
dead or incoiro do«s not gi\o us me definite idea of welfare ► 
it is the pill capita income tint is of ion! sigmfu moo Wo can 
compaio wolfaio of one nation with tint of anothoi 01 of tho sumo 
", ml on dining two ponods with the figures of pin capita and not total 
mu nos Disinflation of the national nicomo is also of sigmfi 
cauco m ustnnatmg wolfiuc* Thus of tho two counti its lmciug tho 
sumo per capita income welfare Is giciter whine cveilth is more 
ocenlc (hstnhutod Foi utility of money 01 ec on goods and son ices at 
tho maigm is gieitoi to tho pooi than to tho tich Tins moans that 

wolfiro can ho piomoted by gieitoi oqu ilization of incomes , this 
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is why such oqtiali/ation is muoasingh becoming a matlci of policy 
in public finance Ho\\e\cr we must not foiget that be\ond a 
■certain point this maj reduce the M/e of the diudond b> more than 
iho benefit denved fiom redistil but ’on thiough measures of tax ition 
and public expenditure 

The Process of Disttfbutfon 

The national dividend is i flow end not a fund It gets 
distributed as it is piodueed from das to d 15 and not pooled into 
*> huge stock and then ippoi turned to tlio parties entitled to 
it In 1 communistic state like the Poxiet Kussia production 
and distubution are under st ite control But in a free economy 
the pm ate oiganiser or enterpriser controls production and, it is 
thiough lnm that distribution of the product takes place He 
engages the services of the othoi factors of pioduction on a contractual 
! basis and paj s them then dues b\ the hour month or a ear, taking as 
his reward tho profit that is left after satisf j mg tbo claims of the 
other agents of production Thus he is a residual claimant somotimes 
making huge profits, sometimes losses oidmanh getting a reasonable 
reward foi his work and enterprise In cases where tho Organiser 
himself provides land labour and capital needed m his enterprise he 
xeceixes the whole of the net product and his income then consists ol 
so many elements — rent, w>ges interest as well as piofits 

In a money economy the whole of the pioduct is converted into 
inone} as it is turned out, and wages, interest and rent are paid out 
of it Usually these pas nrents aie made much before the product is 
xeadj for sale and price realized from the purchasers Tho enterpriser 
rn a war adxances the amounts of rent wages and interest as thev 
-fall due out of his own capital or from funds borrowed by him Be 
has thus to meet interest charges on such loans and naturally pav s 
something less as lent and wages than the value of the produce 
attnbutable to land and labour 

In this piocess pmate ownership of the four factors of produc- 
tion is taken for granted Landlords and capitalists get rent and 
interest for pi oviding the services of their respectne factors to the 
productive establishments just as labourers and organizers get wages 
and profits for then own semces 
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‘Shares governed by Market values of the Factors 

LvuloutK it is (he in.uKet value of (ho minito of each ogent of 
iptoduction tint detoi mines its shi>n\ Anri the market value itself ,s 
governed In the conditions of >ts demand mid supph like tho m-»ilv<*t 
t, n dues of oidmnrv consumption goals Ibis is the lenson why so.ne 
economists h ivo stated that the pioblcm of dish (button is only it 

p at of tho general problem of value This is true to a largo extent 

buttheio is an mipoitanfc difference in the valuation ofsomcesof 
tli" ngents of production and in the valuation of commodities, arising 
fiom tho differences in the condition* of the supph of the former and 
fioni the ftet that in the case of piodnctne soivice-. thero is a human 
element tmohed Thus we are all mtaiedod n pi ccs of goods going 
<do\.n us much as possible, hut not m v ages filling oven if wo me 

not woikoib ourselves On the othei hand, tile st it , suppoilcd by the 

'public m genera' attempts to keep up wages through minimum wages 
legislation Yet tho level of wages and remunerations of other ftctois 
-of pioduction aio to a hige extent detoi mined by the balancing or 
their demand and supplies 

Demand for the services of producflve agents, 'i he demand 
for the seiviccs of agents of proluclion is an indirect cn domed 
demand arising from tho demand foi the commodities thev help to 
pioducc The demand pi ice of hud m labour is determined by its 
marginal pi oductiv it\, tint ’s, vvlmt *11 uldif onnl nue of land 01 an 
additional labourer would add to tho pioduct obt lined without such 
addition Tina marginal p oductw tv of each agent of pioluction 
-tends to dinmnsh with evoiv add d on toils quint tv, other factor 
and the n ethods of pioduct on remaining unchanged Tho tondenev 
mav ho tei mod tho law of diminishing nuugmal pioductn itv, which 
has cleat influonco over the determination of tho shoes of the 
-canons agents of production The demand puce 01 tho service of 
each agent of pioducfiou diminishes with ovciy incieaso m its supply 
without an Incieaso in tlie othei factors of proluctiou An addition 
to the numbei of labomois tails always to loduco wages per man 
]ust or an lncieasu in tho supply of land itnd capital depi esses lent 
and mterest \n oig miser usually pushes in bis own lntcicsl 
employment of each agent upto the point vvhoio its inniginni pto 
ducting equals its levvaul Foi example if an additional labourei 
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mci eases output by Es 4.00 pet veal and his wage is Bs 300 pr 
year his employment yields to the emplovei a net piofit of Es 109 
Such profit will continue until value of marginal output of labour 
is equal to the w rge paid The same is ti ue of capital and land Thi- 
shows how lemuneiation of each agent is governed by its margina' 
productivity However, m so lai as the oig imzei p lys the reward 
befoxe the pioduce is sold and its money v r alue realized he makes a 
deduction equal to interest, and thus lemuneiation tends to be 
eqrnl not to the marginal productivity but to the discounted marginal 
pioductivitv of l factor 

Supply of the services of productive agents Again, asm 
the case of commodities, there is a mipph puce in the case of the 
sei vices of productive factors except land which is a fiee gift hici 
is the nu nbei of say, labourers increases then m ugmal productivity 
uul demand puces decline, but the leduction in wages is 1 united 
bv the cost of real mg and maintaining labouieis Smnlailv, a rise '» 
wage brought about by a decline m the numbei of kbomers and av 
increase m then maigmal productivity is limited bv the cost of 
ieanng labour, a high wage ultimately tending to encouiage marriage* 
and to make possible the real mg of largei families among the 
labourers Even the piofits aie gi veined bv the demand foi and the 
supply of organising md enteiepieneuml <lnlitv A continuous lc- e 
or unreasonably low piofits tend to leduce the supply of enterprize 
and moie than adequate pi ofits tend to prciease its supply Capp'd 
on its part has i similu supply puce govemed by the moony cnier.c 
or watting involved m saving Land m its nitiml state being 
without cost has no such supply puce and its lemuneiation, lent i- 
tboiefoie determined wholly bv its demand puce based on its mnrgisJ 
pi oductivity Deteimmation of each of these shares in the national 
dividend has been dealt with m the succeeding ebaptem v 

.Changes it the supply of Competing and Cooperating Facto s 

A significant effect of the law of diminishing marginal 
(luctiv lty is that the rate of remuneration of the fuctoi, whe'- 
supplv inci eases, goes down while the rites of remuneration ol 
others, whose supply remains fixed, use An increase in tl* 
supply of labour, quantities of other factors remaining as tliev nr*- 
-reduces marginal productivity of labour and lowers w iges , linens! 
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productivities of fund, capital and organisation use and so do lates- 
of rent, mteiest and profits But if labour foice remains station- 
.aiy and land, capitil and oigam/ing alnlitj mciease wages use 
and lent, intoiest and profits go down Thus it is to the mteiest 
of wage earneis that new land and mines should be brought 
into use and that capital and enterpi ire should glow On the 
othei hand, m mciease m their numbeis eitliei through linrugia- 
tion 01 natuial mciease thiough excess of births over deaths depiesses 
their wages This is the economic leason behind the policies of 
lestiictions on immigration and encouragement to emigration of 
labour It is only some of the spnsely populated countries 
rich m natuial lesouices such ns Amenca and Austrilu tint 
admit foieignors But eveu these do it on a restucted scale to safe- 
guaid the mteiests of the future Then almost total ban against 
admitting colouied people is of couise based on lacial giounds 

The ad reuse effect of mciease in competitor is veiy uni. 
j^eisal It applies as much in the case of factor of production 
as in that of commodities E ich unit of lrboin competes with 
other units of similai laboui and also with units of labour s iv mg 
machinery On the othei band, units of other factors of production 
compete for, 01 coopeiate with, units of laboui An increase in 
the units of land, capital and oigani/ation means that each unit 
of laboui gets cooperation fiom a laigor quantity of othei fictois 
and its maiginnl pioductivit} meieases The same is tiue of 
other factois An increase m capital loweis mteiest, but increase 
m laboui and available land ra'ses the lato of mteiest Thus it 
is tint mciease m competing factors is abhoned while that in 
cooperating factors is w elcomed It may, howevei, bo noted that 
theie aie non competing 01 coopeiatmg gioups among labouiers 
Eoi example, shilled labouieis like mistns and foiomen engrged 
m an mdustiy stand to gam thiough an incieise in the numbei 
of unskilled employees, an mciease m then own numbei, howevei, 
goes against them and in favoui of unskilled labour 

The Principal of Substitution 

"We hare alieady seen how the pnnciple of substitution is 
applied in pioduction and consumpt on It has its influence on 
distnLirtion in so, far as pioducton and distubution aie closely 
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connected The share of each agent of production is equal to 
the contribution made by it in production Each orgamsei of a 
business, big or small tries not onlv to make equal the marginal 
pioductivity of his outlav on etch of the three factois of produc- 
tion but also to extend the application of his resources ovei 
land, labour and capital up to the point wheie marginal product!, 
vit} of each factoi equals the rate of remuneration payable tc 
it Foi so long as the remuneration of a factor is less than its 
margin il productivity further emplorment of a factoi remain; 
profitable Aga.n if application of resouises on anv factoi has gone 
bevond the margin that is, if marginal productivity of a unil 
is less than the late of remuneration payable to it resources will 
1 e withdrawn until the two become equal Foi example, if v>gc= 
xie Its 3C0 per Year but output pel laboutei is only Us, 250 J< 
will mean loss of Es 5U per labourei to the emplovei Be duct tor 
of the Lbour lorce will then trke place, this will increase mar. 
giml puiductivitv until productivitv reaches to Bs 300 pe ] 
labourei It is of eouise piobable that under free competiticr 

retrenchment of labour will increase marginal productivity -rad lovei 
the rate of wages simultaneouslv and the three processes will continue 
until wages ana productivity aie equalized 

This holds true not onlv of a single establishment but cl 
all the pioductivo units of all the ndustnes m a counter Tht 
inportant economic doctrine that emerges from this is that 
rates of rent uages and interest tend to be equal to the tmr • 
gtttal productivity of land, labour and capital respectively, 
Accoiding to Piof El} In older to achieve maximum profits 
each entrepreneur will endeavoui, so far as is practicable, to app- 
ortion his use of land, labour rnd capital so that the value o 
the increment of product attubutable to the marginal unit o 
each clrss of productive agents will about equal its ei-.peire 
The rate of pioiit in an mdustiv is itself governed bv tb£ 
marginal produtnity ot organizing ability rad lisk.bearmg require® 
m it But be-e the principle of substitution works in an mdirec* 
ni inner Soc’etv does here uuconsciouslv whit the enterprise! dov= 
dehl eiatcly in Ins factoi} or woikshop Society lemunentes the s er - 
vices oi organ. ^eis according to their mugraal productivity through 
the inaiket price it pays foi the goo Is thev help to pioduce 
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Inventions and improvements. 

Inventions of machinery and improvements in the methods of 
production and transport, which are* such a common feature of the 
present age aie continually disturbing the proportions of the productive 
factors employed in business undertakings and the rates of their 
remunerat on through their effects on marginal productivities Thus, 
imention of labour saving machines usually increases the demand for 
capital and reduces that foi labour , the field of employment of the 
foimer met eases and that of the Litter decreases, the rate of interest 
tends to rise and that ot wages to fall In couise of time, however, 
the lowering of the cost of production by improved machinery increases 
the demand for goods produced by it and to increase the demand for 
labour itself In so far, however, as newly invented machines are 
cap.tal saving, that is, they are simplei and less costly, thej reduce 
the demand for capitrl and lower the rate of interest without any- 
adveise effect on wages Thus introduction of hydiaulic cianes has 
hv itself reduced the demand for, and wages of, dock workers ; 

J invention of calculating machines has tended to reduce the wages of 
cleiks But wages of the woikeis ought to be raised by such 
nventions as that of the small pow'er looms and grinding mills worked? 
with electrical eneigy in so far as they teplace biggei factones. 
employing moie costly machinery and fowei labourers 

Improvements in tianspoit such as railways and steamships have- 
redr ced the costs of transport and puces of agricultural products in. 
older countries Land has thus tended to go out of cultivation irt 
sucli countries and rents there have fallen On the whole and in the 
long run all inventions benefit labour by utising real wages if only- 
bee ruse goods on which money wages are spent become cheaper. 
The demand for laboui itself increases and wages use as the demand 
for goods made cheaper bv machinery increases,. 

f Mobility of the Factors of Prodnction 

Factors of production tend to move to the place or occupation 
where their maiginal productrvity and therefoie the rate of remunera- 
tion obtainable is the highest Constant shiitmg thus tends to bung 
about equality in rents, wages, mteiest and piofits To the evtent 
that mobility is oLstructed by ignorance, prejudice, high cost of 
movement or-legal bar, rates ol remuneration- tend to differ fiorn place, 
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xo place rnd ftom one ocenpit-on 01 mdustiv to another, Mob'i'ty 
of specn.li/ed cap tal and spec llized skill from one occupation to 
another is veiy difficult, if not impossible Thus railwiy engines 
cannot be used to propel ships cnen though ships yield higher leturns 
than i ail wavs nor can engineers become doctors because tho letter’s 
■earnings are higher ” 

We mav now note the effect of mobility on tho factors which 
aemain stationaiy m their own places 01 occupations If labourers 
more fi can \gialo Ahruedabad bee line of higher wages in the lattei 
town the wages of labourers who lemain m Agra will tend to rise 
•while lates of lent inteiest and piofit should fall m \gra On the 
«othei hand, even though the woihers reaching Mimedahad will get 
■sliglitly highoi wages theie than they got in \grn the wages of the 
labourer's aheady emploved m \hmodahad will tend to fall winle 
tl e iates of rent mtoiest and profit will tend to use 

Personal Distnbuuon and the Problem of Inequality 

The share of tho national dividend acciuing to an individual or 
ffamilj as a unit of soc ety is determined in a fieo economy bv two 
■things ( 1 ) the quantity of the intiuments of production viz lmd and 
capital special ind privileges, if ana such as monopoly lights, possessed 
by the family and ( 2 ) the productive efficiency of its earning members 
fEhus inequality in incomes rests on inequality in weilth and 
tarv liege and productive capacity t ome socialist, thinkers behove that 

inequality' in ability or cipacitv is itself due to d'ffeiences in we dth 

and*mcome Inequality m the lattei necessanlv ^ o u ns nequility of 
cmpartunity to acquire both capital and abilitv A rich man s son 
hiskiot only moie capital it his disposal to give lnm i good start m 
life fcut also bettei opportunities of geueial education and technical 
tr/miiDg He also enjoys the privilege of living in bettei social 
env ljronment which develops character , the pool mans son is dcu cd 
all tjns On this thesis t hese socialists advocate abolition of the 

'-^Sotne engineers or teachers do begin to piactise Borneo 
pathie system of medicine m India after or even before retire 
meat But the phenomenon is laigely due to then desire to sene, 
and the desne of their patients to be seued by such unqualified 
people usually without paymeut However appreciably highei rates 
of remuneration will attract new capital to ship building and younger 
people to the medical profession and m course of time iates tend to be 
equalized. 
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nghts oi pi ivate pi opeity and inheritance so as to equalize opportu- 
mities foi all Extremists among them, the communists, go so fai as 
to suggest abolition of private entoipuse also It is, of course, 
possible foi the state to own land and capital and to lease and lend 
thorn to pm ate organisms Eent and mtoiest v»ill then accrue to 
the community as a whole foi equal distnbution w hile nrofits and 
wages will go to oigauizeis and labouiers But as piofits pei 
individual will natuialh be laigei than wages, they will militate 
against the ideal of the communists of moie 01 less peifect equality, 
and ought, like lent and inteiest, to be appiopnated to the community 
foi equal distnbution 

Libeial economists, how ever, advance cert un arguments against 
these extieme mersuies of nationalization of lmd, capital and entei- 
pii/e (l) Even if all those weio nationalized poifect equalitv of 
incomes will be impossible because of diffeiences in natuial ol inborn 
talout In spite of the fullest equalization of opportunity these 
diffeiences will persist and so wnll differences in incomes unless 
distribution is made equal without legard to ability or productive 
capicitv (2) \nd if private propoity and inheritance are abolished 
and super 101 skill and mdustrv ue not specially rewarded incentive 
to vvoik to the best of ones capacity will laigolv d sappoai This 
will leduce the national dividend and not only the rich but the pool 
themselves will suffei (3) Expectation of oqual rewind irrespective 
of quality aud quautily of work put m may, on the othei hand, make 
people entnely indolent and lazv Tins wall necessitate the use of 
•the whip and will at auv rate abohsh that fieedom of thought and 
action which is good in itself and necessniy foi the fullest expression 
ot human personality (4) Motive of privite piofit having gone 
mcentno to saving, invention and improvement m methods of 
production will d sappeai Loss of efficiency in state-managed 
concerns, such as has occurred m recently nation ilized Bntish 
industries of coal mining aud c'Vil aviat on, is advanced as a sound 
■aigunent against abolition of pnvate enteipnse The socialistic 
•writers, however, reply that tlrev will change human character itself ' 
through social education so that people will begin to put in their 
b«-st to promote not self but social interest \nd srving will be undei- 
taken by the state itself (5) Nationalization with full compensation 
-at maiLet late will yield no nraigin foi distribution to the pooler 
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sections after pavmenfc of interest on loans raised to pay compensation. 
In fact, this might result in loss to tne state to the extent that values of 
some of the private assets stand capitalized at rates lower than those- 
paid on state loans m anticipation of future profits or rise in their values *' 
And m any case, inequality m incomes w ill continue so fax as the 
amounts of compensation paid to the owneis will be available to them 
in addition to incomes earned by them Nationalization without any 
compensation or at aibitrarilv low lates will not onlv be unjust but 
violently' resented (6) Further, apart from anv immediate loss to the 
national dnidend and economic weliare involved m the abolition of 


pin ate pioperty >nd enterpri/e theie is the danger of the people losmg 
ali.ogei.her the^ sense of initiative and becoming habituated to working 
on oiders from above This is bound to call a halt to piogress in 
mdustiy and aits (7) Natural resouices like land and mines may not 
be improved and woikcd economically as they are when undei pnvate 
ow nership 


A moderate comse ’s theiefoie sugge'*ed tnd has been in opera- 
tion in most of the civilized countnes of the modern woild Some 
natural resources ana certain indx.stnes have been nationalized , others 
aie being taken over Big estates oi piopsities are being contanth 
reduced m size with each generation thiough progiessivelv high 
rates of death duties and inheritance taxes Steip progression m income 
and super taxes s tending to reduce the net incomes of the nob to 
moderate proportions while those of tne poor are being ru’sed through. 
a numbei of measures such as factorv laws regulation of wages and 
schemes of bonus distribution and profit sharing compulsorv soci d in 
suixnee, and provision of med'cal aid health services and educat on to 
the poorer sections almost free of cost Thus wealth, incomes and 
opportunities to earn incomes are m process of equalization and if 
the rate is slow it is being more than compensated bv the absence 
of am perceptible set Lack to pmate incentive to work and /o national 
dnidend 


*Foi example if the total market value of the shares of a 
company yielding v early a net piofit of Bs 2 00,000 is Bs 1,00,00,000 
and government boriows this sum at 3% there will occui a deficit 0 * 
Bs, 1 ,00 Of 0 poi y oat to be made good fiom other revenues 
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RENT 

• 

Economic rent has been defined by Marshall as "the income- 
domed from the ownership of land and other free gifts of natuie ” 
In ordinary language the ront of a house and even the hire of a mach- 
ine 01 other durable good are usually termed rents, but m the econo- 
mic senso any income 01 part of income accruing to a person as 
wages mteiest or profit, is not lont Thus the lent paid b\ a tenant 
foi a house includes intoiest on capital invested m the building, 
some oblige for depreciation rnd prob ibly some lew aid to the owner 
fen the work of collection and risk taken in investing Ins capital m 
the house Only that part of the monthlj or yearly rent of a house 
is economic or puie lont, which is due to the site 01 plot of ground 
on which the house stands Sometimes houses aio built on land taken, 
on lease , the payment made to the owner of such land bj tha 
buildci is called ground, rent , which is true rent 

It may be noted that lent anses m lespect of agncultuial land, 
mines and othei free gifts of natuie which aie scaice and owned by 
somebodj If and so long as they are plentiful foi anybody to use as 
much of them as lib likes theio is no ownership and no income fiom 
them When, however, they are appropriated and become scaice lent 
acciues to the owneis wbethei they cull ivato then ow r n land or let, 
it out to otheis, called tenants In the foimei case it comes to the 
ownois in the shape of surplus ovei cost of pioduction , in the latter- 
case it is paid to them in cash or kind Usually the tenmt agrees or 
enteis mto a contract to p ly a certain amount of monev or pioducc per 
jeai Such rent is called contract rent, which is based on the 
estimates of the landlord and the tenant about what tha tiue or 
economic lent is likely to be The two may never be exactly equal, 
jet fiui competition among landlords and tenants, wkeie it exists, does 
tend to make the two appioximitely equal 
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’Peculiarities of Land and Rent Theory 

The factors that dotermino rent no the demand and supply 
of land Inaxeiy led sonso lent is the price of the use of land or 
othei niluial gifts foi a gnen ponod of time and like pnees of other 
goods ind sei vices it is doteimincd by dom md and supply of the sen ices 
of land But in apply ing the tlieoi j of \alue to tho sei vices of land 
ne come accioss oeitnn peculi mttes based on tbo difference between 
the supplies of land md othei goods Tho latter have costs which 
determine thou supph pi ices , cvoti the agents of production othei 
than lind, capital, laboui and oigainsatiou haxe then costs and suppl} 
puces is we shall see If then demand and theiefoie puces fell below 
oi lose ibo\e thou costs then supplies will be induced and mu eased 
-so that a good mtasuie of then values is piouded by their costs 

But land itself Ins no costs of pioducticn, and its total supph is 
absolutely fixed for all practical pui poses nicspeeh\o of price This 
means that its supply will not be leduced c\en 11 its rent oi puce 
fell to /eio, md it will not mciea'e if lent rose to upieeedented heights 
"We in f ict have 110-ient land and we have land bciring vmy high rent' 
But we netei come iccross no wages 1 ibouior oi no price fount tin pens 
Again, wiges of laboui md puces of fount im pons cmnot rernim foi 
long much higliei than then lcspcctnc costs Tlie icsult is that lent 
of land is goiomed entnely by the deimnd price for it m leiation to 
the fixed supjily Theio is no supph puce foi land is i whole though 
of coiime foi any puticulin use of it theio is tho imount it will forch 
m an altematno use to which it cm be put But this lnttei amount 
is not the supph puce m tho sense of cost of pioduction but only 
its demand puce for the othei use 

Another peculiauty of land is that it is veiw duiable unlike 
fountain pens oi macaines The pioductixeness of agricultural land 
-and eien foiests and fisheues lasts oxer thousands of ve us if not 
more if propel ly exploited , natural waterfalls ai e .also an mexhaus 
tible souice of power , only mines are exhaustible One effect of 
this is that land may be allowed to be used by the owner even without 
rent but of course mines will not be allowed to be so used And 
"then land differs m productu eness from region to region and even 
from one plot to another due to diffeiences m fertility and situation 
IBy applying the same amount of laboui and capital the pi o luce or 
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piofit % 'elded r>x one plot is laigei than anothei which is less fertile or 
sittnted at a gioatei distance fiorn the market Or, what comes to the 
same thing, cost of pioduciug and maiketmg a maund of wheat laisecL 
on one plot is highev than on anothei 

Lastly land is subject to the law of diminishing letuins in a 
niannei peculiai to itself TJsuallv the most pioductne land is 
utilised fust and as we apply additional doses of Hboiu and capital to 
it oi to less pioductne plots lying unused letuin pei dose diminishes, 
01 in othei woids, cost of pioduction per maund mcieases Thus the 
law applies Loth m intensive and extensiv’ uses of land In the 
case of i machine leturns will no doubt dimmish it we go on adding to 
the numbei of labouieis woikmg on it, but if the idditional labouieis 
weie employed on new machines of exacth the sune tjpe, which 
can be multiplied, letuins will not dimmish and costs pei unit of 
output will not mcie ,=e 

Ricardian Theory of Rent ' 

The modem theory, which explains how lent unses and wlnt~ 
detonnines its amount is bas~d v on the Bicaulian Thorn } of rent 
piopounded by David Eicaido, an English economist Eic irdo defines 
lent as “that portion of the pioduce of the enth which is paid to 
the landloid foi the use of the ongmal and indestmctible powers of 
the soil ’’ His theoiv of lent is based on the peculnnities of land 
noted above and maj be outlined as follows Accoiding to him 
the most feitile land avail ible m a countiy is cultn ited hist So 
long as such land is available in plenty the puce of its pioduce just 
cqu ils the cost of pioduction But as population and its demand 
foi igucultuial pioduce mcieases the whole ot the most fei tile land, 
is In ought undei cultn ation Then a stige is, leached when 
additional pioduce can be laised bj lesoit to moie mtensno culti- 
vation of the best quahta land aheada in use oi to extensive cultivation, 
of the less feitilt land Ij mg uucultnated In eithei case the cost of 
pioduction pei unit of this additional pioduce is highei than befoie 
because of the operation of the law of diminishing letuins or m- 
cieasrag cost The pnee of the pioduce in the ruaiket must then 
use and be equal to the cost of pioduction of this additional or 
hruginal supply, and the moie feitile land must then begin to yield 
a suiplus ovei cost of production because cost of production theie 
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nslovei 'lh)<s surplus over cost is the oconomic lent of the bettor 
land i Inch accrues to its owners The infeiior land yields no 
«uiplus ’nd boirs no lonf , it ismrrgmal 01 no lent land 

Criticism and Refinements 

This theoiv ofKicaidohas been subjected to certain criticisms 
and refinements b\ latei economists (l) Sod does possess ont’iual 
poweis, but these ue augmented In imestinent of human ondevour 
aid cvpitd m the shape of dealing, levelling and manuring The 
mcicnem leitihtv M ought ibout hr the-e is not original hut it ib 
admitted th it the ictuin on it is governed by the same factors as 
lent vickled b\ original powors Again powers of the soil are no f 
entnely indestructible o\cept to the o\tcnt that they ere dependent 
on liftnial climate, 1 anfall rnd situation , feitihty of the sod is 
si bject to exhaustion but of course, constant icplemshment enables 
it to retain its iei*tilit y over a very long period of tnno Bicardo 
pei haps ernphasi red the lndestructibihtv of the powers of the soil 
to explain the phenomenon of no-reilt land Modem writers have 
chopped tho use of the words original and indestructible , vet in their 
theory also the artificially created power gets mixed up v ltlr original 
powois and pnrtahes or the nature of tho latter , mdostructibditv 
as also assumed tnough not naturallv but through the use of the 
proper methods of fallowing, manuring and rotition and mivti re of 
crops ( 2 ) jRicardo based his rent theory only on differences m 
fertility, ignoring (hose based on situation rolativo to tho market, 
probablv lrecauso Engl md is a small country whore situation did not 
make much diffeience Modem theory therefore speaks cf differences 
in pioduetiveness of different glides of land based on difference? 
both m fertility and situation Hnwevei, this does not introduce any 
fundamental change m the tlieorv ,t onh takes into account the fact 

of tho diffeience m situation explaining lent along with that m feiti- 

lity ( 3 ) American economist, Carev, says it is not the most fertile but 
rather the lighter soils lying nea, the settlements of population that 
are cultivated first Richei soils aie hoiviei and require nwie 
labour and capital than is available in fho early stages of settlement 
m a country^ These are taken up later as population grows and 
capital becomes more abundant This is piobablv truerofanev 
-country like America where the richest soils have 'been found to he 
much into the mtenoi However, the modern theory takes account 
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of tins fact and saxs the most productive land lelative to feitihty 
and situation is cultivated fust accoidmg to cncumstauces pi evading m 
a countij m lespect of laboui, capital and agricultural methods 
kuown to the people 4 ) Eicaido applied the theoix only to soil 
or agiicultuial land It is oqnallj applicable and is applied by 

modern vuteis to building sites, witer falls and othei naturrl 
lesouices Thus it is that ^Marshall speaks of rent as ‘income derived 
•fiom the ownership of land and othoi free gifts of nature while 
JRioaido defines it as poition of the produce of the earth foi the use 
of the soil’ "When the theory is extended to urban shop lents 
xxo find that the suiplus yielded b> shops is not largei pioduce hut 
larger piofits And of couise additional profit which constitutes 
lent is due xeiy laigeh to higei tumovor and highei puces 
that piexml in bottei situated shops than in othei less favomably 
•situated ones The concopt of rent 1 ms also beon applied to the 
exceptional rewards of human bemgs possessing natural talent, whose 
supplies aie natmally limited like those of feitile land, and exen to 
, J specialised machraeij and human skill whoso supplios remain fixod 
oxei lelativoly long penods and whoso lewards aie therefore 
detonnined tompoianlv at least m the same way as rent The 
formei is callod rent of abtltly , the lattoi lias beon termed quasi-rent 
Those terms ha-se been explained m detail later _ 

The modern Theory of Rent 

Bearing m mind the peculiarities of laud and the refinements 
of Eicaido’s theorj , factors determining rent max now be explained 
as follows — 

Land and othei nutuial gifts diffor in then pioductnoness due 
to d ffeionces m feitihtx 01 situation 01 m both of thorn Natmally 
the most pioductixe land is taken up fust So long as the whole of the 
host land, supposed to possess equal adxantagos m lespect of fertility 
and situation, is not exhausted cost of production of the pioduce per 
' maund is equal Tho price of produce then ]ust covers this cost and land 
yields no suifilus 01 lent, for if a puce highei than this cost is chaiged 
-othei oquallj productive land is available foi increasing output, and m- 
cieaso in output will lower the price to the actual cost When, howexei, 
the xx hole of the best grade of land has been brought under the plough, 
ndditional output can only he raised it highei cost whether intensive 
-cultivation of the best land alieady cultnated 01 extensive cultivation 
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of tho less productive land lying idle is lesorted to 4nd now llio puce 
of .ill tho produce must nso equ 1 to the highei cost mouned ou the 
second gi ule lmd, the fust gi ule liud will then Meld asui plus o\ei cost 
of pvoduetion, winch is tont \s popuhtion mcieases and puce uses 
full hei, additional produce is 1 used fiom still moie mfenoi oi thud 
gi ule land and In mtensno cultn it ion of the first and second gi ule 
hnd Tho cost of pioduction of this idditionil oi maigmal output rues 
fuithei rnd equivalent use m the pncc of pioduce becomes point menl 
And then tho second gi tde hnd llso begins to Meld i surplus, while 
the sui plus oi lent yielded by the hist gi idt land increases still fuithei 
This piocess continues is moic and more mfenoi hnd is bi ought under 
cultivation It nm he noted tli it pi ice may rise above cost e\en while 
tho best quality land is not exh rusted But such use m tint case 
will only be tempoi uv, foi tdditional output will be pioduced at the 
same cost as befoie, nd tho same puce previously pie\ nling will be 
lestoied It is only when the additional output has to be raised at 
a highei cost from mfenoi hnd tint the rise m puce becomes poima 
uont oi normal 


It may le isombh be assumed that accoiding to the puce pre- 
vailing at any time cultn vtiou will he pushed in both the intensne 
md oxtensno directions to t he point of the maigra, that is, wheie price 
just co\ ers the cost, including reasonable profit to the farmer as 
an argantser Thus them will appeal two hinds of maigins of 
cultivation us soon as the hist quality land is exhausted r nd second 
guide land is brought undei cultivation In tho extensive direction 
there will ho tho extensive margin lepiesontod bv the woist qnalitv 


hnd in uso, whoso output just coveis the cost of production This 
is tho marginal oi no rant land In tho intensive dnection thoio is tho 


tnto tstcc margin of cultivation lepresented bv the lust oi miigmal 


dose ipphed to supeuor or supex-maiginil plots of land Such a doso 
is tei mod marginal oi no rent dose Evidontlv then the surplus 
oi rcnf yielded by anv plot of superior land equals the produce 
raised on it minus the produce that can be raised at the margin— 
extensive or intensn e— by applying the same amount of Jaoour 
and capital as on the superior plot in question, nrespetnc of we" y 


i " The phraso ‘irrespective of uioi” is significant It is possible for 
u plot of one lugha of fortilo 1 md to yield i surplus of sav, o nnunds 
over cost of production mu foi r plot of five bighas of pool hud to 
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TTmo lent is soon to bo tho of agi .cult urnl produce 

Jts tish 01 monoy equivalent will be its imikot \ ilue Nnturtlly 
tho moio productive the plot is duo to its gredei futility o»- 
bottei situation, ns, compiled to the miMgmnl plots of hud, the 
highai will bo the suipius yielded In it This sin plus 01 rent 
■will ncciuo ilncctly to tho ownn of Hie plot is s smplus over 
cost if bo is n po isinfc proprietoi cultivating lus own 1 md If helots 
it out to a toimnt runt will come to him m the shijie ot contract rent 
fli it is, pay muiit made by tho tenant m cish or kmu Of couiso, the 
Amount of such unit rnu lent nm\ notboexad.lv equal to flic surplus 
oi tiuo economic lent, but undoi conditions of free compel ition the two 
wall tend to hf equal Bantus i sin plus ovoi cost Molded 1a a plot 
-of land m>y bo interpret d m (eiuis of its maiginil pioduc 1 a its which 
governs the demand pi ice fot us penodic.il uso Tin in nginnl plots 
yiold no net product , tlioy yield ju«t enough to compensate Inboiu 
and enpit.ul at rates pi evading in occupations atliM thin igiiculture 
Sujiorior plots yiold more thin fan remuneration to l.iboui and cipitil 
Tho surplus represent* then not mniginnl pioductivdv \nd determines 1 
then demand pi ico, that is the lent users are willing to offer Tins 
demand price, based on iimgtnal pioductnity fin illy self los lent in 
tho alisenco of supply price of land 

Corollaries The following corollanes follow from tins theoiy r 
•of lont ( 1 ) When all the mailable land 1ms been brought 
under cultivation m a countiv men the pooiesl lim! will begin 
•to bo intonsivoly cultivated and to yield a smplus Kent yielded 
bv such 1 mil Ins boon toi mod scarcity icnt Ml the superioi plots 
wall then yield this scurcilv iont, plus a diffoicntml rent vaiying with 
then 8uporionty ovoi tho pocnost Iird now 1 cultivated In such a 
situnt on there will exist no extensive rimigin oi no-iont land, hut theio 
will still bo the intensive nnigin in tho ciso of oacli grade of land 
Bent will thon bo tnoasuicd fioin the intensive lniigna that is, it will 
be equal to the quantitv oi value of tho pioduce yieldol by a plot 

yield just enough to covei the cost of pioduction Tho five biglm plot is 
thon marginal land Yielding no lent while the smnllei one of one bigha 
Molds a iont of j maunds, oi Bs 25 pei bight if the pi ice is assumed 
to bo Bs 5 per mnund This is tiuo in piactico, small plots nea 
•cities yiold vory high lent* while Luge cultivated .irons tlmt. aro pooi 
bring little oi no lent 
20 
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minus the pioduce yielded at the intensive in ugin with the application 
of the same amount of lahoui and capital ( 2 ' If all land is equallj 
pioductive, that is, if theie are no chftemces in fertility and situation 
theie will he no rent so long as a in land lemains uncultivated But 
when the whole of it has been utilized and mcreaso in demand raises 
the pncv above cost, all the land will begin to be intensively cultivated 
An intensive margin lepresented bj the maigmal dose on each farm 
will appe n md 11 land will begin to vield lent, which will however 
he equal It will be of the nature of scaicitj lent, there will be no 
diffeiential lent because no diffeiences in pioductiveness e\ist (3) 
Bent is d rectly dependent upon the opeiation of the law of dimmish 
mg returns If returns were mu easing oi even constant, all the 
p oduce needed by a country could be i used on any one acie of land 
r lhe lemammg land wull then be not needed foi cultivation and no rent 
can then arise Cost of production will mot at all use with increase n 
c tput , it will actually fall or remain constant Pi’ce of the pioduoe 
will also be affected similarly and no suiplus oi lent will eineige lhe 
price of pioduce uses with an mciease of demand for it because cost of 
the additional supply rises due to the operation of the law of diminish 
mg letums Superior land then begins to yield rent because cost of 
production of the pioduce on such land is lower than price 

The theoij mrj be explained md lllustraetd with the help of 
a t^hle such as tollows * — 


Taole illustrating the theory of rent 


Doses of Labour 
and Capital 

Yield in maunds of plots of land 
arranged in oider of 
productiveness 

applied 

A 

B 

C 

D 

E - 

1st 

50 

40 

25 

20 

10 

2nd 

40 

25 

20 

10 

8 

3rd 

25 

20 

10 

8 

) 

5 

4th 

20 

10 

8 

5 

2 

5 th 

10 

8 

6 

2 

1 
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This table shows how letuins dimmish as we pioceod in tha 
ox tensive and intensive duections of cultivation of differing giades 
of land Supposing a dose of labour costs as much as 25 maunds ; 
then tluee doses will be applied to A, two to B and one to C C 
will be the maigmal oi no.ient land This is the extensive maigin. 
The thud dose on A and the second does on B will be the maigmal 
01 no-ient doses, each lepresenting the intensive margin of cultivation. 
The fiist two doses on A and the fiist dose on B will be supei-maigmat 
doses that will yield a suiplus over cost oi lent The lent yielded by 
plot A will be equal to the total pioduced laised on it minus what 
can be laised by applying all the thiee doses at the rnaigm, that is 
{(50 + 40 + 25) — (25X3)} = 40 maunds B will yield 40-1-25 — 25X2 = 

35 maunds Suppose that the puce is Rs 4 pei maund and each 
dose of lahom and capital costs Rs 100 The maigm of cultivation 
is still the same, that is, 3 doses will he applied to A, 2 to B and 
1 to C C will yield no suiplus, the suiplus on A and B will be 
40 maunds and 15 maunds respectively while then money lents will 
_y be Rs lbO and Rs 60 If now the price of the produce uses to Rs 5 
pei maund the maigin of cultivation will fall, allowing one dose to be 
applied to D and one additional dose to each of the plots A, B and C. 
D will now be the maiginal land while the lents of A and B will 
be mcieased to 65 and 25 maunds , G will begin to yield a lent of 
5 maunds In terms of money the lents of A, B and C will be 
Rs 325 Rs 125 and Rs 25 A fall m price to Rs 2/8 pei maund 
will raise the maigin of cultivation and lowei lents C and D will 
go out of cultivation , only one dose will 
then be applied to B plot, which will become 
the maiginal land A’s suiplus oi lent will 
be leduced to 10 maunds, oi Rs 25 in terms of 
money 

,4 The emergence rad amount of rent may 

'< also be explained with the help of this diagram 

(1) Under extensive form of cultivation Let A, B, C, D, E, F 

be the plots of land ananged in order of thou productiveness By 
applying equal amount of labour and capital to each of them 
(lepiesented by the blank portion of the lectangle m each case) they 
yield vaiving amopnts of produce F lepicsents the marginal giade 
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ot land whoso produce just covers the cost Other- yu-ld surplus 
equal to the shaded nro t m c'.cli case (2) Mu uiUnsu.e culttMn 
lot B C, D, Eund F be the doses of hbom and c.ipit il appl-ed 
to one plot of land Thee viold vamng lotnme T >s the mntpnal 
dose th ,t just coven; its cost , all the test v ■< H a surplus equal to the 
slnded portions of the lcctmglo-* 
standing on thoni 

\ grvphic.il figure like this liuv 
he used to explain emorgonce of 
lent under ictunl conditions, v hoio 
vaijing amounts of labour and onpitnl 
are applied to different grades of 1 uid 

Here the v irious gi ados of 1 md 
descending order of productiveness The quantities oflvbom and 
eapitil applied to, and produce yielded bv, them are ^presented along 
OY Tho lino LN lepiesonls vaiy mg amounts of labour and capital - 
employed diminishing to tho minimum BN as v e reach the poore=l 
and marginal grade located at point B The lino PN marks off the 
amount of marginal doses of labour and capital applied tovaiious grades, 
including the pooiest Othei doses lepicscnted bv tho distance 
between PN and LN ue super. mugiu il, which vield a surplus 
measured by the dist inco between tho lines LN md MN For 
example, in the caso oi tho grulc of land located nt A AL is the 
marginal dose EF denotes super marginal doses which yield a 
surplus equil to FG The maigmal gi ide lv mg nt point B yields no 
suiplus , onlv the minimum amount ol 1 iboui and capital BN ’ s 
applied, and this just covers the cost of pioduction 



Difft'enccs in the Efficiency of the Farmers 

Ini this oxample, is in tho exposition of the theory of rent, it 15 
issumed that all the fanneis aro of equal ability that is tho quantity 
of pioduco obtained by my of them on any pnticular giado of land 
with a given imounfc of laboui ind capital lb the same , oi in other 
words, th it the cost of production pei maund on any gride o land 
is the Sr mo irrespective of tho individual fanner who cultivates it 
In practice this is not so , produce pei dose and there foie cost P*n 
maund will diffei from fannei to fanner cultivating oquully g°° (1 or 
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bad land according to differences in their personal efficiency as workers 
and oiganisers Howevei, the theory of rent is not vitiated by this fact 
"We may assume foi the theory that each farmei is of average 
efficiency, 01 that the moie efficient farmers get a surplus income over 
their average or marginal competitors according to the degree of their 
superior efficiency This surplus of super marginal faimeis is separata 
from the suiplus yielded bj super-marginal giades of land, -which 
«oes to the landlords The former accrues to the tenants , in fact even 

O 

the tenant of the marginal land mav secure this m so fai as he is 
more efficient than anothei competitor who also cultivates the same- 
marginal grade of land Foi example, we see that the marginal 
faimer pioduces 25 maunds vwth one dose of labour and capital on the- 
marginal plot C according to the piecedmg table when the monej cost 
of one dose is Es 100 and the puce of the pioduce Es 4 per maund. 
It is possible that a moie efficient faimer may be able to produce 
27 maunds with a dose oi pioduce 25 maunds with four-fifths of a 
dose In either case his cost will be less than Es 4 per maund, 
which is the cost of the marginal or least efficient farmer and winch 
governs the puce in the muhet But the evtia income thus omeigmg 
will not go to the landlord but accrue to the more efficient farmer 
as the rent cf hts ability, explained latei in this chaptei Similarly, 
if the farmer of maiginil ability pioduces 65 maunds wffli two- 
doses applied on prot B a moie efficient one miy pioduce 70 and pockefe 
the extia 5 maunds oi its monej value as his own rent of ability 

The Pent of Natural Agents other than Agr.rultural Land. 

The tbeoij of rent vei-j laigoly appl os to otbei natural agents 

Urban Site Rents In so far as rents of shops and houses are; 
tiue economic lonts based cn then s’tuations, and not mteiest on 
capital invested m the buildmgs or charge for their deprecation, they 
are governed like the tents of agricultural land The only difference is 
that site tents aio i. ,ced on differences of situation while agricultural 
rents usually test on differences m both fertility and situation In 
fact wo mty conceive of a shop oi house, situated in an out of the way 
place, paying onlv mteiest on capital invested m the building and a, 
elm go for depreciation rnd no ground or economic rent as such The 
plot on winch such a building stands is then marginal or no tent 
land The landloid is heie content with interest on capitd because 



('-) Fisheries Ttslnng grounds which nro «t u gro >t dist nco 
from the marl et end whore fislr ire thmK spread mev }ioldjust 
enough to coinpons ite Iihour mil capital omploved in fishing 
Those are m .rgmi'l ones Othor fisheries which are richer a e'ld r 
lxrgor catch , thoso that ho noaror tost less m transporting the catch to 
tho market Both are super-margin il and aield n surplus oxer cost 
including interest, w iges and piofits Such smplus is rent that 
will tccruo to their owners lloio also rent emoiges through 
the operation of the law of diminishing returns Increased 
demand and riso m price of fisli will compel lesml to intensive catch 
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m noli fisheries 01 to extensive operations m moie distant ones where 
■costs are higher Else in puce will cover these higher costs Better- 
situated and uchei fishing grounds will then }iald a surplus because 
costs are lower 

( 3 ) Mines and natural forests also yield a surplus 01 lent 
according us ono mine or foiest is uchei 01 nearei than anothei mine 
ci forest that is at the margin But there is one important difference 
between agncultuial land and fishoi es on the one hand and mines 
■and forests on the othoi Ihe lattoi are exhaustible and there- 
fore no mine 01 forest owner will poihap 3 allow exploitation 
without some chaige This minimum charge max be levied in 
tho shape of a rovaltj ot so much pei ton of mineral extracted and 
so much pet 100 cubic feel of timber 01 wood removed Pajment 
cf such a charge being compulsoiv, it will form an element of cost 
■determining pi ces of the mineirl and timboi It is therefore not 
economic rent But costs pei umt will bo less in mines and 
forests wdr ch tto licher or which re situatod neaier the market 
than in those th«t are pooioi and more distant ones The pncOs 
will then iu detynminod b\ tho costs meunod m the lattei, the 
former will yield suiplusos, which aie differential rents based on their 
supenontj over the pooerest m use Here also margins of exploitation 
fall and ri't red lents increase and decrease with rise and fall m the 
prices of p>o nice Thus dui mg tho last wai pooler coal mines and tho 
more macc'w-^blo souices of timbei and fuel began to be tapped m 
India and othoi countnes as puces of coal and timber rose to make such 
tapping ecomomu illy profitable 

% 

Sent and i nee. 

Pi’oni the rlieoiy of lent it follows that rent of land does 
mot (detenu in but. is itself detoi mined by, puce of the produce 
iruling in t ,, e 1 mket Puce of tho pioduce, like the puces of other 
goods, tend' (o egual the cost of its production And the cost of 
production that coveins tire puce rn tins way is the cost at tlie margin, 
where thuu is no surplus orient Suponoi glades of land yield a 
srn plus 1 cc use the cost of pioducng i unit of pioduce on them is 
lower than tbit on the marginal land oi dose, while the price of their 
pioduce is the same as that of tho pioduce of the marginal land Rent 
is thus cloarl} seen to be an element that does not entei into the cost 
of pioduction which detei mines pi ce 
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Moieovei, even if landlords is a class lemitted tents, the puce of 
the pioduce -Rill not fill The cost of production it the tnaigin— mten 
sue as well is extensile— will lomain the same as befoie remission, for 
the marginal lmd Melds no lent and will not benefit fiom such le 
mission of rents Supposing this cost at the margin, or maigmal cost, 
which determines pi ice is Bs 10 pei maund before 1 emission It will 
remain Bs 10 attei lemission and the puce must still bo Bs lOper 
miund foi the cultivation of the mngmal Lmd to continue The effect 
of the remission of rents by landloids will onlj be that the surplus 
vicldeu by supei maigmvl grides of land will continue as before, but it 
wdl acciue to the teuants instead of going to their landloids 

But lent of lmd is ceitainly deteimmed b\ tlie puce of its produce 
It this puce uses due to an muetae m demand and cost of production 
lemams the s ime, the sui plus ovei cost yielded b} land will increase 
and it will icciuo to peasant piopnetors directh and to idle zemindars 
by a use in contiact lents through competition among tenants In fact 
even the maigmil lmd will begin to yield a suiplus oi lent in such a 
ease It will *>lso become piofitable to cultivate pooiei soils wheie costs 
aie higher Tho maigm of culivation will thus fall and lents will use 
Again when puco falls due to a docioase in tho demand foi pioduce 
rod costs lemam as befoie the surplus oi rent yielded by all glades of 
lmd will go down It is also certain that poorer giades of land wlioie 
costs arc .nglici thau the new puce, will go oik of cultivation, whilo 
somo of the less supeuoi gunks will become maigmal land In techm 
cil language wo call this i use in tho niaigm of cultivation The fall 
in lents w th a nil in the puce md use m lents with a rise m the 
puce of the pioduce aie economic phenomena of frequent occunetice, 
femce the wai staited in l‘)39 prices of agricultuial pioduce have nson 
inanj timos while co l ts liavo not mcieasod to the same extent, the 
lesult is that surplus 3 lelded by hnd bus incieased gieatlv If rents 
p nd by ten rots to the /omnidais have not incieased in India it is- 
because zemindars aie us i rule uot allowed to eject tenants oi 
enhanco lents > 

This loi lion between rent and price ipplus oquallj well to site 
lents, oi touts oi houses and shops, to the extent th it thov are economic- 
rents High routs are pant for shops in good localities bocauso it is- 
possiblo to c,iu highei profits thcic than m shops situ ited in out of tho 
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way places or bylanes of a town bv applying the same amount oC 
Inborn and capital Suppose two biotbeis stait a geneial merchants 
shop m Nkubastn, an outlying Mohalla of Agia, investing Es 1000 m it 
and make a net piofit of Es 500 a veai Suppose again that they expect 
to make a net piofit of Es 1000 a year m a Email Bazai shop with 
the same amount of capital Thou they will natuiallv be willing to offei 
foi the Email Bazai shop an annual lent which is greater Ly Es 500’ 
than the annual lent paid for the shop in Naubasta They will not 
be woise off, and may ictually undeitake the change in the hope of a 
laigSi mcioase m piofits in the futuie in the better locality Supposing 
the shop lont in Naubasta w'as Es 100 pei yeai and it consisted 
wholly l f inteiest on the capital invested in the building and a charge 
foi its di pieeiation Then the whole of the excess of Es 400 yielded 
bx the shop in Email Baza is economic lent aiising fiom situation 

Now' the highei lent of the Email Bazar shop is explained by 
highei pioht it yields The lnghei piofit itsolf may be due either (a) 
S to tho higher puces that can be chniged fiom the more fashionable 
oi w’eultlaei customeis tint do then shopping tlieie oi (b) to the 
highei tuiiiO\ei oi sales that aie jossible theie than in Naubasta , or 
it mar be due to both of these factois In any case, higher prices, if 
chaiged m Kmai Bazai, aie not duo to high lents, it is the opportunity 
of charging highei puces that induces the tenants to ra\ highei 
lents The same masoning applies to highei lents of houses in moie 
convenient oi fashionable localities Thex are offered because of 
gientei convenience or satisfaction of ran’tv, both of which hare then 
economic oi money xalue 

E cm co s st dement that corn is not high because a lent is paid,, 
but a lent j > paid because coin is nigh” is Ingely tiue The same 
idei is exploded bv saying "lent is not a price-deteimmmg but a puce- 
detciru nee numlilv", oi that "lent is the lesult and not cause of the 
puce V letson which confnms this conclusion is the fict 
that mtoie on capital, wages to laboui and fan profit oi lewaid to 
the entorpi must be paid to ciU forth thou supplies, lent is not 
at all ncctosary foi the supply of land to exist The formei thiee 
items ue therefore essential elements m the cost that pi ce must 
co\ei, lent is not such an element It nnses because juice obtained 
is highei th n cost 
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Some apparent Exceptions 

In ceitain cases ront d em to lilec 1 pi ice, but a little reflection 

shows f bat this is only n j,]i ' mdnulrtul (1) It is said that lent 

is paid bv the tenant out 1 > pi ice retimed for the produco md is 
thoiefore included in tl or c *pcn*=es mcui red by him This 

is no doubt tiuo but lent , 1 bn i does not raise the market price 

of the produce It is bu. 1 * e pucu is high due to market dom'" r, d 
and the high cost at the in _ bu he cm and h is to pay the rent 
(2) Some lent is usuulh . lie chained in India, md perhaps m 

other countries, for e ich c he pooicst 1 md leised out to loaims 
There is no no- rent land uiuu Naturally then iho price of 

the produce must he i* l>\ tins niniimiim lent compul'onlv 

levied b\ the state or uclloid How so far as such rent is 

iovied by the state on e c i the pooiest land, as m the United 

Provinces, it is a tux >m i ,, md as u it v ill raise p’ ice of the 
produce to the extent it <. i nfted to the consumeis ^\horo the 
-chargo is not compulsoi \ % the rent paid for the pooiest land 
is onli appnent aud rioi > u When i number of plots of carving 
fertility "re leased out i 1 i t uni fonn rite of lent per btgiu m-' 
he agreed upon But th i<> i nt p id is due to the surpli s vielded 

hv the more fertile au , ,he pooiest acres nt the margin are 

lealh no-rent acies and h n be taken at am rent if loosed out 
separately ^s a mitt i i ct, it is not uncommon lo find ca=e 5 
where landlords actually <. e,, foi i numhor of a > irs poor infertile 

tricts hing idle either n ' u of oi at i nominal lent in the hope 
of their becoming rent pu u m the future 

(3) here the 1 mdl'iiU is i monopolist md puls a compulson 
lore of rent on the po < < s t nd, tli 9 chargo is m the mture of 
monopoly price for the us< u 1 md , it is not economic rent Bat the 
idditional rents yielded b\ ic >c i and better situated grades of Imd 

ire suipluses over costs o, reduction, which here include the 
minimum lev) Soch i'W rents are economic rents, they do 

not determine, hut are .1 ui ned by, price (4) Where a plot oi 
land bears a cert&ra aunu 1 ei . *« ore use say, for laismg of maiket 
ciops like -vegetables nei i city it will bare to pay that rent if 
transferred to anothei use s iora dairy, whore it mav be at the 
mat gm and yield no surplus u\ci cost Then such tent will ruse the 
prices, it is said, of the dm% piodnce — milk and huttei 1'ut the 



( ) 

argument is fallacious The n eio f ct tliat the piopriolor of the dairy 
'has ngieod to piy lort foi such » plot chows that the prices of dam 
•pioduots nro high enough to mako tho pax mont of rent possible Surely, 
tho additional supply of tho produce fioni his now dairy will lowei 
rathoi than ruso tho puco of such pioduco, othoi conditions lomaming 
the same 

"Wider Application of the Theory of Rent. 

As has been indicated bofoio, tho thooix of lent may he extended 
to explain earnings of any factoi, uhcse supply happens to be fixed 
Bee uiso w hoi or or tho supply of a fictm bocotno fixod an increase m 
■demand will laiso remuneration aboro its normal rcxccrrd , a loduction 
m demand will lower the lcward below noirmil This is also tiue of 
•goods and oeixicos The prices of goods with fixed supply rise and 
fall w ith mcionso and decrease in demand But as the bonofit cf a 
rise and loss of a fall m then p"ces acciuo dnoctly to tboir owneis 
as an incunso oi (Immiutioj> n the Iattoi s oirnm's, thothooiy of 
lent is appl od to the pi'ces 01 row irds of tlio factoi s of pioduction 
rathoi than to tho puces of goods they pioduce 

Fixitx of supply max ho Permanent 01 onl\ temporary Whoio 
It is peimanent, asm tho case of land, lent thooiv has endming 
ipplication Where supply is only tompoiarily fixed, as m tho case 
of special! /ed forms of capital equipment tnd human skill, oirmnjs 
aro determined accoidmg to 1 out tlieoix foi the pound fixity of supply 
lasts Earnings of fictors wlose supply is poimanontrv fixed aro 
rent propel , lowaids of iici.iir x.hoso supply is only tomponuilx 
fi'od lmxo heon termed qua\' >'nt s by Di Marshall In rent propel 
we find two types ( 1 ) Roiif <•( land, which has ahead} boon dealt 
with, ( 2 ) Bout of ability , v Inch denotes lewards of inborn talent 
xs Inch is i'so lnnilod by natiro Quasi-ienl acciues to spociah/od forms 
of capital and liboui 

( t 

• Rent of Ability Lnko ain mo of land mines and othei uatuial 
agents tho sup])ly of nalunloi inhoin talent is Inmtod It is not 
possiblo to incroase oi induce the unount of lmdsuifnco, noi is it 
yet possiblo foi human offoit : i mcioaso and loduco natuial abilities 
of human homgs Geniuses, >t is said, aio bom not mado To tho 
•extent that tho supply of abilm can he contiolled by application of 
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eugenics and piuxiMon of education md technical ti lining human shill 
p irt ikes of the nntuio of capital uul not 1 ind Then liko land, natural 
or talent is found m <• xoix wide xmetx, dtfTcnng hotli m 
degree and kind Some lind m 1 ailEge is most suited for wliod some 
mas bo fit foi puldy onl\ E\on the lues fit for grow th of jiaddy 
differ m thou foitilty Snml u lv some nidn duals are good it mental 
soil, othois «t jobs lequiiiug manu il de\t( ul\ Some doctor? are 
goad pin sici ms others ire good surge ms \mong surgeons them 
ue mnumenb'e giaditions as iegn U si ill Now the wors* 
suigoon, i ho seldom succeeds m an op u it ion pomps makes a 
Inins, so does the !o ist eff'c<mt shopleopei ind inanuil ’’orler,. 
Oth< l'S oi thou cl iss excel ind mm 1 rter Towards, whether Ibex 
i.ork independent K or fm w •gc'- uim ' m tmp’oyoi who is a 
good judge of ah lit \ Now ti o o'c p ion V h g!i low uds m the more 
skilled surgeons business mm pers md t 1 ,ded 1 lbotirers me surpluses 
and mil rents Like the lent of land they ue mot, a. ed ftotn the 
lew uds of the mngmiloi leist eft ici.nl units of thou kind There 
is, howoier, one diffcioncc Them igm Hind a 'olds no lent , Lu* no 
human being c, m wmk it i«,o rimuieit! rn though of couiso there 
aie instances where dowel's of human bn "t ‘vr thei unsc n Ho v. 
e\ai, rent of child v persists hi e the rent <> lmd because excoptionalh 
foitilu land and lu oils ue belli 1 mdtd l>\ n turo 

There is inothei 1 a r, i!es-, bitvc i the two Bent of 1 md es 
wc h ne seen, dots nut determine pi 'co o s produco, but is deder 
mined bx such price The s line s 1 ugeix , : o oi rent of abilitx The 
least officient btismessiiian or sm^eon, > lose soixaco is requiicd bx 
socictx according to the xolumo of its demitu” determines the market 
xalue of «ucb service Ifashoormxhoi t>k. ^ two daas to prop ire i 
pail of shoes, because his h ml and bi ,u iro both slow, and must 
be paid Rs 2 a day, tl c cost of shoes of the tape ho makes contains 
Rs 4 as wages jilustho cost of mitomls *i d other necessary oxjiensos 
And the breo in the niuhet must be <mch as *o covei th s cost or else 
ho will g'xo up shoe making Then th isq whose moro alort brains 
and hands eniblc them to complete the whole process m one (lax wall 
eainBs 4 a day The extra oainings of Rs 2 pei dax aaorentof 
ability This sum of Rs 2 does not determine tha puce of shoes in the 
maiket It comes to them Lcctmse then ajal costs m terms of labour 
day s aie lower th ,n those of the marginal shoe-makors So is the case 
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experienced techn'ci ms x\orkin 0 Without x\ yes as apprentices m the 
hope of being put on salaried bisis kitci Thex tlien lepiesent tiuly 
lniiiginil xxorkeis duung the penod of xvigelcss apprenticeship 

Yve find ships adinllx x elding xeix high piofits during i \\a: 
beciuse their supplies cmnot la incu-as^l fnlh to meet the mueasac 
demand for shipping space In a piolonge 1 peiiod of ti ide depiession 
such is that expei lenced fiom ]0’0 ommrls Molds of some hinds o! 
ships may, on the othei hand Kill below /no Then supplies an 
not l educed because thex tahe long ti wear out and owners max keep 
them m serx ice m the hope oi leconn ng the losses xvith the letura 
oi bettei times Similai is the ci«e x it li xx yes md sal tries of lnghlv 
shilled technicians, xxho take i Ion., time to 'cqune the necessaiv 
tiainmg Their number cannot be mcitised foi x eais to meet lull} 
the mere lsed demand foi the r seixices °ud in response to high rates 
of remuneration Nor cm th« i supplies bo toduced soon rfter demand 
falls off and i <tes of xvagos tnd salaries go doxxn They bare to 
content themselxes xxith lelitixelx verx r loxx xxages Of course, foxv 
voungmen wul then take up the tiainmg until supplx is reduced 
sufficiently to make the lates leinuueiatixe once again So far lent 
pioper and earnings of capital and laboui aie seen to be laigelv 
similai 

33ut here the losemblrnce betxveen land on the one hand, and 
specialized capital and hum in lxbour on the other ends So does the 
likeness betxveen lout md quasi. lent, oi earnings of specialized cipitaL 
and acquired skill Firstly, the fixitj of supply oflrnd and natuiak 
talent is endunng and not capable of vanation fix human en- 
deaxoui mespeetive of changes m the rates of their rexxards , that 
of machines and technical skill is aftoi all tompoiarv , their 
supplx does mcieise and deoiease with use and fall m iboir 
rates of remuneration in comse of time Secondly, capital and skill 
both haxe a normal late of lexxard, deteimmed b \ costs of saving and 
risking capital and acquiring the required standard of technical ability 
No-tent machraeij cannot last long much less no wage technician 
Those two factois must earn the noirnal lates of lewaid if then sup- 
plies are to continue Thus, oxei longei penods these lates must stand 
at \ ceitam axeiigelexel md the puces oi their pioducts must he 
such as to x ield these lates Fiom the longei period point of view they 



( 319 1 


t 


tlius cIoloi niiuo, and aie not doteimm^d liy, prices Being largely 
of the ratuie of rents from the point of xjdxx of shoit peuods, but not 
so if a longei xiow is taken, thej h ixc lunn toimed quasi-ionts * 

Factors Affecting Rents 

Bents aie laisecl and loweied by sextain economic factois bj 
then influence oxer puces of agucultunii pioduce It is ox ldent that 
anx cume that increases the demand ioi produce and lasies its puce 
will litiso lonts, and xice veisa , aki any cause that increases 
pioductix ttx' of a pailiculni tiact oi t\pe of soils, will laise xents in 
arch tiacts oi of such soils bj increasing then sui pluses ovei costs of 
pioduction The moio important of these lactois aie — 

( ) Changes in population An nciease in populition othex 
thmas being equal, inci eases the demand tox, and laises tho price of, 
tin pioduco and thexefoic ruses lent \ deciease in population, if it 
took i lace, say, through wax, disease o’ < m'gi ition, will of couise lower 
pnce 3 ofagncultuial eoininod’tios and i. uexals md lents of land and 
^ mines Population of the world has n > ’eased rapidh in lecent times, 
and lonts have tended to rise contmuoii ,ix 

(2) Improvements in the methods of cultivation Intioduction 
of better seed, manuie and implements and choapai souices of 
lrngation, like canals and tubo-xvells, ir i oases the yield pei acie In a 
voix leal sense it checks the tondoncx t> dimmish mg lotmns obtained 
fiom nature’s gifts and to inei easing cost i of their pioduction Natu- 
rally such unpiox’euients m tho arts of •gueultuie, mining and foiesti^ 
keep down puces and lents Maigm oi cultixoition is prevented fiom 
falling, if it is not actually raised by them, and to that extent surpluses 
jielded by supenoi guides of land are kept down Sirmlix effect is pro- 
duced on surpluses oi rents of rnoic piod active soils and mines in so fax 
is improved methods benefit pooiei txpos of natural resources more 
than the, richoi ones, fox they leduce the diffoiences m then yields 
Thus price of sugax arid rent of land suited to the giowth of sugai- 
cane xn particulai and of othei vaxieties m general, might have nsen 
much higher m India had not the xelatixely heavy-yielding xouieties 

"'.Rewards of factois other thm land thus paitake of the natuie 
of lent and piove Marshall’s statement "even the rent of land is seem 
not as a thing by itself, but as the leading species of a largo genus ” 
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of comibatoio c mes beon introduced Tlie cost of older v arietios pei 
iruiund was higher , so would hivo boon the puce of sugar nrau 
factored from them Extension o sugaicane cult nation to poorer 
and pooler soils would hue icct ntn >ted the situation Bent of land 
devoted to otlioi ciops would also in i lisen 

(3) Imp'ovemcnfs in the Methods of Transport, These hare a 
vaued effect on lents They lowc> rents as i whole, m so fnv as tliev 
In mg pioduce of totrlh inaccessible md unoxploitcd areas to tlio 
inhabited tricts, and lower its puce throughout the world Bents fall 
m tho oldei countries ns puces aie brought down by imports from 
now countues wlieie costs no lowci Tho costs of transport are of 
couise thcmselres reduced much by the now tvpos of trmsport But 
rents in new countries and backward and inaccessible parts of old 
countues ire raised in sofu as lowei costs of transport extend the 
maihets tor then pioduce and mse its price Thus tho introduction 
of tho Railways ind tho steamship his lowered rents in Europe 
and raised them m new countnos like Australia Canada and 
the United States of America, and e\en in an old countiy hho 
India, whose pioduce finds a good markol because of these in 
piorements It is a matter of common observation that prices 
of a gu cultural md daily pioducts and rents riso m Tural areas 
connected to a citr bv anew lailw i\ lme oi met illed roid, vlnle the 
rents of land used foi ruuiket ^udunn 0 md raising of milk ind other 
perishable goods neai the cit\ 1 11 oecuise similar goods fi ear the 
newly opened aiea Hood the city maikot and lower thou own 
puces 

(4) Social progress As souetv progresses in industrialisation 
and wealth, and as the standout o, living ol the people uses, wants 
multiply and the means to satisfy the a increased Increased demand 
for pioducts of the eaith lesults m highei puces of taw pro 
duce and using rents accruing to landowners except to tho extent ' 
that they aie kipt down bv impiovements m the arts of extraction 
and means of tianspoit The efiect of social changes as a whole 
and of continuous incioaso m populrtion, is to iaiso prices and rents 

Unearned Increment 

This continuous increase in rents resulting from social changes 
has been termed unearned increment It 18 unearned in the sen« 
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that it occurs without any effort on the part of landlords If the 
■yield of land is increased 01 costs of production aie reduced by the 
investment of capital m irrigation and othei works, or by the in- 
troduction of better methods of cultivation bj the landlord, the 
•resulting surplus is earned by him It lepiesents income coming 
to him as due yield of capital invested bj him and reward of 
superior oiganizmg ability Such suiplus is evidently not rent 
But that ansmg fiom compulsoiy resort to pooler soils as popula- 
tion increases, and from improvement of transport and introduction 
•of canals bj the state, is lent that is unearned 

Naturrll} then there have appeared schools of thought , typified 
Iby socialism, which advocate appiopnation of this increment by the 
state foi the benefit of the people in geneia] There is some 
•real justification for the state taking over such increment , the landloid 
has no giound for complaint m so f.u as it is not duo to Ins efforts t 
Hoi will such appropriation or confiscation discouiago private 
efforts because it does not depend upon such efforts It will continue, 
to glow automatically . 

Howevei, theie are certain difficulties in the way (1) It is' 
difficult to sepaxate unearned fiom earned increment, and appropria- 
tion may discounge efforts that aie necess.uj foi increase in earned 
increment m the interest both of the landloid and society (2) 
'Secondly, as land is constantly changing hands, and as expectation of 
linear ned'merement is veiy geneial, the puichasei of land often pays 
to the seller a price that is based not on its existing yield but also on 
the mciease anticipated m the future Ev idenf ]y then it will be ' 
unjust to the puichasei to deprive him of an mciement m lent loi 
•which he has paid 

Where, howevei, the unearned mciement is obvious, as m tne 
case of values of uiban houses and shops consequent on provision of 
bettei roads, street lighting and other amenities ty municipal bodies, 
oi improvement trusts, it is appropriated wholly or partly in the 
•shape of increase m house tax and water late or special monetary 
assesments Even in the case of dgucultrual and mine rents 
appiopnation of increments will become less unjustifiable if future 

jpohe^ of the state is once declaied Tins will make the futuie puicha. 

2l , - ! 1 
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zeis of lam! ■> of this, mid price o* h > "ill then lx* bi'mif oiilv on 
existing i iol r in courso of t me hi it* it \< or tin bound to benefit 
giv itlv fnm 1 coulee It will ir< u 1 t outlie 'lion not of line 
ifeclf but m t in mied wen lnenh 

Cuppa'i-tii'ton of Rents Vu must o t u t unn b*«iv< tn rent >nd 
pi i< t of In * 1 ut is it- not mu t.l c . Id it i* the pnw pmd for 

it= u=o fo ■ Tin pi ico ofhndr tt> t ’pit *1 v lu" a hie*’ in 

Iiowcver.t it' 1 > ted on the '11111111! veld n> unt Price ol tun 
plot of limit ' cqitil vihio of it-, u * , tipdil/xl it the rite 
of iiitert't , 'Voided by cpt'lm.i 'cum otln r In ids etjui *fy 
safe 01 nsl 1 1 if imeifnien 4 in (mu ,u»u nt tionds uP'lnilinJ 

• e suppo > 1 <_qi ill, of-- iid i* H>j fount 1 yields 1 % par 

nn uni, 1 1 1 ; ' value of a plot which veldt- fts 1 1 m ict w ill hi 

11 > 100 ! ,1 1 -i 1 O 0 homi niul hi' phr i»u'j/di • of alia ''"ill 

hiveeqmlv, \110ther plot victim? FI* I'i v.ilt hue 1 vlu<, 
of Bs 3000 , n. <-o ou Now if therm <u Ititci't y icldeu by bonds 
uies to 0 %. ti puce 01 land e-ill be inlveii , nmi if such .1 rite fells 
to fbi c pit il values of hint will be umiblul This applies m 
practice 'i 1 • c'tcnt tint lentils of m-lnn piopoitics h >e 

lnoroascu e 1 , ucl *mui tbc uut v' tin Wai mspilo of eoutrols r 

then cnpit u iui s lino also usei 1 ' uitnia' louts full later, prices 
cf urlnn prop it'cs till also go dm 11 Lius i* whtt hi ppenod during 
and aft c WoiidWirl r J lie stmt 011 m logard to ISeununtjris cr 
.igiicultural 1 >11 ' and mini" i* snnihi Pnces of Zemmmri land in the 
U P have not 1 sen dining the Wai hooiu=e rents have remained sta- 
tionary ciue to to Hncy lnws Now these pucc* have, 111 fact, gone down 
jpentlv duo f<> d ■ dcchred policy of the govenirucnt fo nationalize 
hnd Nit in ,( v l ho puce offend foi an c*tat« w ill now tend to 
eqml the con p isition pn lhle fot it bv the government icooid’ns* 
to the -ppiovi l scales In so fu is ij tnelv 1 ighei rates of 
compensation .c pivablo io sm illei est tes with lower mnnal vields, 
the capital vtl >• s of these, m lolalion to rout*, will be lughei than in. 
the case of bio_oi estates 

Does the Theory of Rent apply In practice ? 

How ai 1 * c actual rents yielded bv various grades of land in- 

i country' equ tl to the suiplus yiolded bv them ovor the marginal 

land , and does marginal land exist as implied in tho theory of rent ? 
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To take the latter part of the question first, it may be noted that not 
onh marginal or np.rent land but even sub-marginal land exists nr 
India, as evidenced by some of the less fertile and inaccessible 
cultiv able areas lying idle These aie now being opened up 
bv the state and pm ate agencies under the giow moie food campaign , 
then opening up is being made economically possible because of 
scarcity of produce and unpiecedentedly high puces that aie pier ail- 
ing This confhms how use in puce lowers the maigin of cultivation 
to less, pioduotive soils It has already been indicated how the- 
existence of no lent land may be obscuied bv fixation of a lump sum 
as lent for a farm containing a mixtuie of good and bad land Even 
when all land m an old country'' with dense population,, sueh ae 
England or China, has been brought undei cultivation, and each, 
acie bears some rent according to the prevailing puce foi producer 
we do have the -intensive margin from which lent as a suiplus ought 
to be estimated Poi such countries no rent land nnv exist m 
a foieign countiy, which ought to be included in the extensive maikefr 
foi agricultural produce 

Turning now to the fiist part of the question posed in fhe 
previous paiagiaph there can bo little doubt that the whole of the 
surplus or economic lent yielded bv super. marginal gardes of land 
acciues to the owneis who aie peasant proprietors, that is, who 
cultiv de their land by themselves Of couise, part of the surplus 
ovei cost may' be due to then supenor ability and comes to them as 
rent, not of land but, of ability' 

The situation becomes a little complicated where Irnd is let out 
to tenants on contuct lents These equal economic lents only so fai 
as conditions of free competition, assumed in lent and other economic 
tbeoues, aie fulfilled To the extent that competing landowneis and 
tenants m a legion have full knowledge of the surpluses vielded by 
various giades of land at prevailing prices nnd costs of cultiv ation, 
and aie able and willing to take the fullest advmtage of such 
knowledgo and prevailing conditions, economic rents will tend to 
approximate closely to the actual surpluses But if knowledge of the 
extent of surplus is lacking m eithei of the two parties, and if 
competition is obstructed by custom, sentiment or legal bars, contract 
lents may differ from true economic rents In some, perhaps many , 
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cnf's a lmdloid max' ho xxillm; to itr. \p x lover thin <*-iie iud 
of ci stem it j low i des prex.iln, m the Jhutlifx, or 1 :eawt 
ho v. mh to ho norous ton si-h h ‘ 1 noils On the o*h* i hard 

tenai K m x 1>l x libngtopix In t »h< i lloii 1 1 in* rt nts bicai, e o th , 

fn u t iciiotl to tliur line sti >1 f.u , « o r to the lo< ilt{\ m xlith «uch 
i nns no situ 'ted or h<>< n =(> thi hi ■> no olhi t «Hrrn itne ( nipt a - 
irent icirln g n uni th n what tin \ old t,»i on their tirin' n c re rumen 
Inin of then 1 1 o.n end c pt ! ivout’ 1 To the ixd'id ihA 

conti net n nts u'u.t'1 t! < t’ne iuijIi-hi , Hex till on liomui 

the ton mts aiiu lux ei then *d ,nuoi Is of hx.ni; Fir*’ is lulled rack 
rcritit g Ho i vi tin re «' i \)ii< nt < of tin jwc s ot ignorant.'’ ,i 1 
mri nglh of c vie m and sentnr out picnics' nelx <li* ipponr'i ,? an 1 tl’O 
-oiu o’ vm,p«t»l on iiiereM'tiif’h gnexm' tn mg holli lundlo <h anJ 
tenants But "x xc r tull vx prc«entlx, h,x does ntorfe r o m »J< 
fiMttion of .outs m Ina>i and ehexxlx c, ismlh ui fixourn. 'be 
tenants 

Agricultural Rents In Indio 

In the United Frounces md most ot tne other Pro.irccs 
tmtl States of India there exist ten mex ! i ’ b, x inch xn n h« t thi 
rcsponsibihtx of tho st do to fi, icnts periodically for penods cf 
30 to 10 xexrs Thip periodical Oxation of rents is termed a rent 
and revnue settlement Such rents then tend to p-cvnl, irrespective 
oi changes in surpluses oi tiue ients consequent on fluctuat'ons tn 
prices of the p’oduce bets can th- d do of one sett louient md the 
next Zemindars arc not allowed to eject ten mts or to enh nice rent* 
except foi xciv specnl reasons and tint onlx bx application to, 
and decision of, • Rexenue Court len n nts are alio ed to relmgiusb 
tenancy and ilso to applx for iodutdion of icrt <,n certain specified 
giounds 

The piinuplis on Xtlnch icnts aio fixed at the time of each 
pei icdical settlement uxs (]) Hind m eich cncle of > distnci is classified 
into x'nous grades accoidmg to ,ts fertihtx, based on texture and 
composition, ficihtios of mjgation axmlahle mid situation Different 
rates of lent por biglia are then fi'od foi each grade Some rent d 
fixed for oxen tho poorest grade of culhxable hud and of course the 
rates for neber giades aie highei (2) In fixing these rents surplus 
o,er cost oi true rent is seldom adopted is i b isis, if only becau 8 * 
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it is so difficult to estimate Usually a percentage, say, one-fifth 
of the gioss produce is fixed as rent foi each grade The money 
value of the one-fifth produce at prevailing puces may then he fixed 
^ as the money lent par able by the tenant ( Naturally these money 
tents per bight will vary according to productivity of diffeient grades, 
Thor may be anything from annas eight to Es 4 or more per kachcha. 
biglu 01 Bs 2 to Es 20 pet acie 

! Natuiallj then the tents so fixed by the state may he greatly 

different fxom true tents conceived as surplus over costs of produc- 
tion They are usually lowei but may accidentally ptove to be a 
little lrghet foi some grades of land m certain circles As puces of the 
ptoduce as a tule short a usmg tendency these fixed rents tend to be- 
come still lowet than the tiue rents, and the margin then acctues to the 
tenants instead of going to the land ownets As puces of the produce 
have risen b} seveial bundled pei cent since the last Wai started im 
i ,-1939, and as costs of cultivation have not risen at all ptopoifionafelv, 

‘ it is safe to conclude that the whole of the increased, surplus or 
true rent is going to the tenants , 

A measuie of true surpluses or rents is furnished |iy shtkmf 
tents, that is, tents paid by suh-tenants to tenants for laud let out 
by the Iattei to the formei The shikmi ot sub-tenants enjov no? 
lights They ate liable to be ejected at the will of the tenant, who 
can also taise rents as price of the ptoduce and surplus ot tiue rent 

' uses These tents have gone up m some cases to Es 20 ot mote pel 

haehcbft bigba, ot Es 1 00 ret acie while the tenant may be ptvmg 
onh Es 2 per bigha to his zeinmdai Of coutse, costs (on account of 
seed, wages unnurp and interest on largei sums of capital leqmred foi 
bullocks and implements and foi financing cuuent operations ) have 
tfsen gieatlv and the surplus must be lower than Its 18 per bigha, 

' 3 indicated bv the example taken let it cannot be denied that this 

' surplus must be substantial ant at imy tate much mote in terms o£ 
money than what jt was before the wai 

i 

Similat is the case with tenants of S r laud of the zemindar Sir fs 
that paitof the eultiv itod atea of a village over which theownei of the 
ullage holds Sit rights Sir area of the village diffets ftom the non Sir 
uea, m this that the tenants of Sir inquire no rights and remain tenants- 
at- will Su rights were generally extended to the zemindars ovei the 
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suea thev cultivated dnectlv foi a numbei of veins as then khudkisht 
Sn land thus remains available foi cliioet cultivation by the zemindar 
even when it is let out from turn iu time, 01 even con tinuoudv for 
long peiiods by tho /ennnd'r Ten ints of Sir aiea aro thus tenants at 
will and aie as a uile paving lates equivalent to the slnkmi lents 
In this c ise the mcieased suiplus is accruing dnectly to the land 
owneis Recentlv there has beon much agitation about extending 
‘tv hgislation fixity of tenure md lates of tent to tonants of Str 
and even to sub tenants \li«*ulv the *uea of lmd held as Str bv a 
zennr lir has been restuctod to 50 acies, and tonants of the Sir area 
in excess ot )0 lcies have beon givon tenancy rights Tonants’ 
light to sublet has been limited to five vears, and there is likelihood 
>of the law extending certain lights to sub-tenants m the future The 
surpluses accruing tc the tonants are leallj lonts which go to them 
-as sub pioprietois standing between zemindars and sub-tenants 

In the case of land that is sub.lot there aio four interests created 
This is called sub mfeudation in technical language Ono of these is " 
the state, which as ovoiloid takes as land revenue a part of the surplus 
•or rents collected by the zemindars from their tcnautb The zemindar 
as proprietoi gets a part of the lents as his muntzfx or profit Then 
comes the tenant, whose profit equals tho slnkmi lent received minus 

-the fixed rent p aid to the zemindar The sub tenant himself retains 

mo suiplus When zemindan is abolished, tho piosent share of tho 
-zemindar will go to the state But of course the state will have to 
iorego a part of it as interest on tho monev borrowed to pay 
compensation to the landowners 

During the period of the depression of he thirties the mal 
ilnnden of rents had risen consideioblj as prices of the produce fell to 
sibout one-third from the 1929 level The rates of rent being feed 
>by the state, did not fall duung the depression as thov have not r sen 
<lui mg the present pnce boom A little leduct’on of about 10 to 15$ 
in rent, was made by the government in 1932 against a fall of about 66% 
In puces, no mciease m nnts has, however, been made due to more 
•than 500% rise in present agricultural prices The distress caused to 
•the tenanatry by the stationary lents during the depression has thus 
■been compensated many times by tbe high pnu s now prevailing 
'One good effect, as well as evidence of improvement in the position of 
ithe tenant farmer during and since the War has, been great reduction 
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in rural indobtodnc&s During tho dopiession n> let >u iness had 
grown enoimously and most of tho Piormcial Gou>nin<nts had to 
enact special laws reducing the bur don of agncultui >! i < h's, 

Rack-renting. 

Apait fiom tho present piospoutj of tho finent uid special 
distress timing the depression, which ire so uniro nllr uunitfcd, it 
Iras hoen generally hold that lents in India m norm tl times aro too 
.high in relation to the n ots' nieoinos, and that the i -t mdard of 
In ing is miserably low Eents fi\od hr tho state, hi, h is thor no, 
.are said to bo enhanced br the lesident zemindar 01 hr the agents 
of tho ah<t.titce landlord by various Linds of illegal onc’ions, such us 
nr/iana, glazing feo and begar 01 forced labour Ml tin n sources of 
tho zaminthu aie said to be useu m fan and foul niannui t i -ret tenants 
ejected, so as to secuio higher rents along with piennum u> mu uni from 
tho new tenants admitted in tho place of tho old ‘.no tho tenants 
me fouml willing to par these evtri lovios b> reduetn^ thou own 
stuulard m bring because of the pressiuo of increasing population and 
the absence of altoinative cmplojment Piossuio of popuni>un on land 
lias no doubt increased in India, and thoio is greit need bn industriali- 
zation ho 'bsorb the suiplus of the paillj emploj ed i uni< population 
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INTEREST AND PROFITS 
A INTEREST 


In'erest is the pncc of the use of capital foi giveu period 
6f time , it icciues to the owner of capit il is a rcw id foi sating, 
uid waiting If he lends his capit •! lateiest comes to Lm explicitly 
in the shape of a pei iodiC' , l pat men! mido bv the bon war But if 
the ownei, 01 the capitalist as h«* is called, uses ’t in his own 
business, he gets mtci est implicitly m the shape of m extra income, 
which he would bo compelled to p \ to otbeis is mb i est if he used 
bo- lowed capital This accru il of mtoiect to the ownci, whethoi he 
uses or londs his capital, is confnmed bv the pi ictice imo g accountants 
of^charging internet on p irtncis capitals befoie umiE„ it net profit 
of the firm The term profit , s some times usal to denote the whole 
of the annual leturn on the cipit it imested in i businos But in the 
economic sense PioCt is something quite distinct from interest, eien 
though the two me m manv, peihaps most, cases mi\o 1 up elements- 
m a pel son s income Tor i cleirer giasp of the dist"rtion between 
the two the total annual rrtuin on cipital nuv be analj .d 


Return on Capital A lerson, who emplojs cap - 1 m his ov n 
business or lends it to others. foi a certain panel, sav. a year, 
has to do three things — work, -cat l and bear risk \\ 0 ik lesults m 
wealth, which when lent 01 used invoices waiting for veai Both 
londing md use involve some risk , lendei max d-fiult aDd use 
mac prove unpiofit rble Tire owner of capital must then jet a tot il 
latum duung the veat, which compensates him foL ill the three 
distinctive services If the capital is used or let out on ’.me m kind, 
sav, m the form of i machmo worth K s 100, he must ge< h ick (l) the 
michme intact, with full value as the reward for wot! m , (2) some 
reward for waiting and (3) something for undei going the risk of the 

rnachme itself being destrojed bv fi re 01 the hirer running away 
wi it The first of these rewards is depiecmtion , *me second is 
interest , the third is profit, which includes some eharco for running 
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CHAPTER XXIIT 

INTEREST AND PROFITS 
A INTEREST 


In'ercst is the price or the use of capital foi * grten period 
01 time , it accrues to toe owner o{ cipitil as a is>< od foi saving 
and wilting If he lends h>s capit'l mtmest comes to hi u explicitly 
m the shape of a pc iodic - 1 payment made bi the bonowe. But if 
tne on net 01 thr capitalist as lie is called, uses 't m his own 
bus ne=s, he gets unciest implicitly m the sh’pe of an e^tn income, 
% Lich he would be con pel led to p,\ to others as mtei "’St \i he used. 
bo’TOwed capita' Tins accrual oi inteic-t to the ownci, whether he 
uses or lends his capitil is conhimed b the practice mao g accountants 
of ^charging interest on warmers cp.tals before utitici, at net piofit 
Oi the firm The term profit is some times used to denote the whole 
oi the annuil return on the c-.pital mmsted in a busines But in the 
economic sense Piokt is something quite distinct from interest, even 
though die two uemmTni, perhaps moat, cases mixe-l up elements- 
m a pel son s income For a clearer grasp of the dist ration bet ween 
the two the to‘al ennu-d letuin on capdal mat be analj d 


R-furn on Capital A person wno emplojs cap Jin his own. 
business or lends it to others. for_a certain peric *, stu . a \ear_ 
las to do three thm 0 s corh, unit and bear risk V. orlt .esults in 
wealth, which when Hue oi used invokes waiting for wear Both 
ending md u-,e mvohe some risk, lender mav d. uh and use 


inn pro.e unpiohtrblp 


t * “V aui ei capital must then „et a tote 

le.um duung the leir, which compensates him 301 il> - tie thre( 
unctne service', If the capit il is used 01 let out on hw j m kind 

^ , m the form 01 1 ,nachluo worth Es 100 ho must go' 1 mk (l) the 
machine m t-ct, with Till value as the reward for woil (?) some 

reward for waiting and (3) son ethmg for undergoing the -,sk' or the 

machine itself being destroyed by fire or tne hire. ,mnmgawa 5 

7 , ° f tbeS3 !e ™ ds « deprecation, -no second « 

imerest, the third is profit, e Inch includes some ch r e ror runn.n. 

3 i8 
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the business oi its organisation Intoiest is thus the reward of pun? 
waiting , piofit that of managing ami nsk-bearmg If the machine is 
sold foi Bs, 100 and the sum is lem the total lotnin on capital 
still includes the tlnee elements, bu' the process is modified The 
lendoi receives back aftei a yeai full ft-- 100 , the sum has not under, 
'“'gone anv depieei ttion and no char, toi it is theiefoie necessary* 

^3 ut tho borrower, who used the Es HO in pmchusiug a machine 
and used it foi i^ear, must be coupon- ucd foi depreciation 'm the 
taluo of the machine Ills net lcitupH must on an avoiage bung 
lnm wages foi woik, piont as org mis im lisk.beaier, mterest tlrt 
has to ho paid to the lendoi, aud at cuuso an} iont that he pays foi 
* the shop Tho londoi, lecolves hi -l intoiost in addition to the 
puncipal sum of Es 100 lent i\o i iVtoio And this intoiest will 
include, besides the row'uid loi puic w nng oi net interest, something 
foi the lisk iiivolved m lending flits excess would have lemainod 
with the usei of- tlio cipital as i o ' >nl income if ho hid his own . 
, nionoi and borne tho whole ofitlio Use of boi,i owed fcapital means 
j-fhat tho ushs of loss aie shuod hoi cn tho boiiowei and the lender, 
and natui illy tho proht yielded 1" iho cipital employed is leWai d foi 
these usks, must be shared between ha two 

f i * 

Gross and net interest. J ,»us we see that even the sum, 
received by i leudei fiom the 1 > toner is niteiest, is not puie 
> oi net intoiest but meludes i < id for risk, which is lpally 
profit m tho economic sense 1 1 1 lact, includes other eloments 

Each loan caines besides ( 1 ) > 1 of loss, ( 2 ) some tnton- 

' lenience to the lender in not lain able to get biekthemonoy 
even if it is badly w mtod foi his t> u uso duung the currency oij the 
loan This inconvenience looks v 1 1 much tho samotlimg is waiting., 
but in lealitj it is seen to bemoie i im this, it means wanting for 
a penod longer than the lendu > u iftoid, and sometimes it may 
[. mean waiting for moio than the ci n ucy of the loin if the bonowci 
1 is unable to lepay on due date ^uch inconvenience is not lisk- 
beumg which denotes final defnnl (3, Tlroie is a third element 

f O£ course when prices ri-<< 1 etwuren tho date of lending ancl 
lepajmont, the sum of money i tu vnd by the londei repiesents less, 
value rn terms ol goods mil sexvic i'hrs is leal depreciation Eh 
legal compensation for this loss if however admissible m so far a$- 
payment is agreed to be made rn nro wv b} both the parties 
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involved mu lo n tru 1 ' i >»n ml«hi‘ s ui t ani troub\ mesne 
art colhction nml looping <>i coiu„{fl f’o-ds on thir ic-ou'diw 
notutill j quite 1 ngo m tin* c i«vj n* hm!-- n*d Ljpjjt r niom‘% lai'ilen 
Thus the tot il Biun uum'l is gnu'- tnUnst, ’ U’ ' 

includes besides nut mt ic->t », tS. * i v >id o f pure v aBmuj cliJ„5 
foi risl incomnmuu.es mn u t . m*l' cl m a lout \t«l as the » 
difter from one io«n to >notlui u.co di , to tho credit of the torrowr 
-■'nd the *u«ojMit op«l tLe pjpod of thu lom the r ites of grtes n*c"Ci 
cl aiged thun6 n he-> varv idolv ’I t.c t ul ' of pure mtor> st is roughh 
represented bv tho rate . i got <u Post Office K Lungs Ban) ftepe ' 
..loch tc *- Irnos* absolut. Iv s ,» ilo not unol.o an} o\pen«« i" 
nnl ng end witbdi mo;; ‘ hem, mil •.Inch cm lw v Phdrnwn tt r r 
tmie according to need, though of cm.ise no' more thu’i o ice t 'arid 
Other iate«, including etui thus., recji id on gov eminent bond'* 
•gloss in so far as tlx. v earr «o:ue mccitnenit nco iuul ns) md CVt * r 
costs m thj c h »pj 01 com in i c ui i on purch'sinp, soil ng and mien? 
collection clmgcu b> bmloni from the putebarors ol *-acl« bon I s 

Justification of Interest 

Cliargm,, of uiteicst on monov lent has hc°n condemned 's i. T“'‘ 
ibj several red'gious codes on u or <' or ethical grounds Muslim f” ^ 
prolubds it lot dh us a sm , Clu st unity bis condemnel it is u$utfi 
Hirduism also loot upon interest «« it somev h't tainted source o» 
income The lc isoti lies m tbo consciousness tli »t the lender cvp'o'ts 
tho need of tlic bortov er , -v si living mm will agree to p > im fdeof 
interest how soot er high md will even submit to uula r practices such 
■4E manipulation of the iccoanis bv tho lender m Ins oao favoui 
■feoine of the eeonourc writers oi old also dishuouicd interest I)V 
aij mg ‘monoi does not 1 get mone>’, forgetting tbit tronev <;s 
capital does mciewe the t over’s monev incomo S end sts i' 11 ® 
communists oftodiv denoui i ntcieslon i l.o ground tlwt cup'hd lF 
accumulated at tho cost i labourers md tho income from interest 
perpetuates an idle parasitic cl ss, which is unprodud'vo 

But if we look at mtciosl from the economic point of ' e " ,n 
-a societi with private propertv and freedom of enterpnse, we find 
-strong justification foi it ^p^rt fiom tho dishonest practices of 3® 
lender, which none can approve and which rih everywhere leg' 1 ^) 
.punishable, we find that borrov ed capital increases the income of 
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supply of capital as a whole being given, the producers and eOi^sjupej ^ 
will offei iates that equal the marginal productivities -ami ptilitie? 
In the two uses taken togethei Thus the law of demand opaiates irt 
“the demand foi capital as well as :n the demand foi commodities 
and services, and may be lepiesented by a demand curie 


-Otft 


Supply of Capital But capital has r supply puce, which has 
its influence on the rate of mteiest Putting capital on the maiket 

y O 

necessaiily involves waiting which is irksome to people Postpone- 
ment of enjoyment of ones income to _ the ^frituie is commonly 
disagreeable, and the amount of money needed to overcome , such 
disagieeablonoss constitutes the cojt of jsupply of capital The measuie 
of this cost, howevei, differs withjsaveis accoidmg to their powel and 
will to save 

There aie in each counter a number of people whose incomes, and 
i \ --\ v '•* 

thorefore power to save, aie^'vgty huge indeed There aie also those 

with moderate incomes bufj'^vrfcfi^ vqrr strong will to save ^Afler 

satisfying the moie urgent wants , of the'prosent tliev begin to value 

future enjoyment r ather^ highly -- They aie janliv ( prudent people, 

who cut down present expenditure tO'the minimum mmrdei to $10 vide 

foi seen and unforeseen grants of the futuie ""Both of^tlickes ^ types 

of people will sav e even, if they got nothing as" mteiestr or-hatf _te. 

pay something fomn safeguarding such savings ^Similar 

case with the legally compulsory sayings such-^q •/«.) jcoiitriliUviens 

provident funds and social msuiTtncq. *ehem$s_ 6 f sd-ridus aVnd' ^b^ 


canymg to leserve a minimum hr 

i 7 i. 's , Tc- 



compulsoiy savings ue mcieasmg m "ntqdeiu societies and will 
be made mespactive of the iate‘<)f interest Some capital will 
thus be forthcoming oven if the rate , of interest vveie aoio 01 
negative Then come those classes of people who save a small part 
of their income to provide foi the lamy day almost compulsorily , 
and another put to mciease their futuie incomes thiough 1 intei est 
expected fiorn investment of these savings Among these vve mav 
include films and companies that cany a part of then annual piofits 
to reserves, which they build up partly to meet unforeseen losses and 
paitly to mciease futuie profits In the absence of mteiest such 
^parties will suiely save less Lastly theie exists the largest ela e '' 
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poisons with low incomes hudlv sufficient to provide .ill the 
necessanes „nd even modoiatc comiorts of life Sac mg m their case 
is real haidship and only a tempting late of mteiest will induce 
them to postpone pi esont s itisfnctmns for lmgei ones in the future 
lhe=o are the maigmil savus whose costs of saving oi Waiting 
(letcimmo the late of interest in ihc long um If the late is lowor 
tln.n w h it they expect ivailubla « ipply of saemgs will he reduced, 
ind the rate is bound to lisa unless the demand itself has diminished 

Ihus if society. needs the saving-. o. these nvugmal sac ers the 
rate of mteiest must be high enougli to induce them to sivo Savings 
of the ceic uch md highh piudont sections of the population are 
no' enough ior social needs, and the only w «v to augment supply of 
cipital is a rise m the rite of mteiest The supply of capital 
follovs the geneial law of supple , it mcieiscs with a lise and 
diminishes with a fall m the late of mteiest, md can he represented 
be an ascending supply curve There is no doubt about the existence 
of some people m each couutiy, v ho will save more at a lower late of 
mteiest than nt i iiighei one — those wbowmt lopiovidea given income 
m the futuie, say, Bs 1000 pei veai They will evidently save Bs 
20,000 if the late is 5°/t, If the rate rises to lO°/ 0 they need save only 
Bs 10,000 , if it falls to 2i°/ 0 they will haao to increase their savings to 
Bs' 40,000 for an annual interest income of Bs 1000 Bnt the number 
of such people m mv community is so small as not to affect appreciably 
the genei il tendency of an mcroase m savings with a use in the rate of 
interest and a diminution m it with 'd fall m the late 

Interaction oF Demand and Supply At any niomout the rate 
tends to equal margin il pioductivrtv of the available supply of capital , 
in the long mn it tends to settle at the 
point where marginal productivity and 
disagiceableness of the raaigmal savors aie 
equal \t this point the quantity ot 
cipital demauded is equal to the quantity 
supplied This mav be represented by 
a diagiam such as this 

Here quantities of capital demanded 
and supplied aie represented along OX 




production 011 ralue oi pi'c i> commodity The sarei abstains 
fiom spending his income to t, tins nnohes sacrifice on his 

part Such sacufiee will in , ndaigonc without adequate reward, 
which is interest Clitics < t is not total abstinence but only 

postponement of, 01 waiting , . enjoyment of sired income, end 

that there is no sacnfice mv , the crse of savois whose power 
and will to sire no strong in-> is tiuc but as wo hare seen, 
maigmal sareis do undergo s ta t - 01 cost, and it is thou cost that 
determines the 1 ite of mtcic'-i I'e essence of Somoi's thcorr with 
mugmil analysis idded to it -.won embodied m the equilibrium 
theoiv m so fai is iccormu^ ( supplr puce doteimmes mtered 
ate The only werhne^s ot -> ■ > hes m his emphasis oil supply 

only , without i dem rad pnu, 1 »*, cipilal mteicst could not exist 


3 Agio Theory D< < 'or;,] hv the Austimn economist, 
Bohm Bawerk, this thcorr c'ni , i-. nteiest in terms of the excess of 
piesenfc oiei futuie satisfact’ora of equal amount Human beings 
sufifei fj'otn ( ^.economic niyop, , >i short-sightedness Moie distant 
objocts appeal dimmc and sin iln ,n sire than those standing neaier 
Similarly, fuburo s itisfacnom r we a weakei appeal than immediate 
ones Add to tins the uncei r v itics of tlio foimer Thev may not 
come at- alt; or tho ovpectai' i celf mi‘\ die by the time ther come 

Thus it is that given the chc ' ueison will piefei to hare Bs 100 

once'Ygmnrt i similai n, at aftu a rear He mir how 
ever,>gmc;io hare Es jCd , ,, a JCJ , The ^ th „ Ks 3 JS 

ihe agiOjOajpremram icquira ‘ * - il forth the necessary waiting foi, or 
postponement of, the spondn v 's 1 00 at once The theory contains 

much truth" hut'ignoies the -id price based on productivity of 

capital wit lout which rate" , ill not emerge ho vsoerei high tho 
cost of sar mg may be Its, , « has been embodied in the supply 
side of the equilibrium theoi ' 

f 

14) Time preference trier. r This is the theory propounded br 
Prof. Fisher of Amonca md - , , 0 us to be a dereldpment of the agio 
theory so as toexplmr rate «- , om both the demand and supply 
3ides of capital Bvery md , rl piefers present to futuie enjoy- 
ment , this may he called ‘n n , ence tc spend income The rate 
of interest is related to the re, vv or piemmm necessary to or 02 come 
this impatience Y long as n individual s rate of tune pieferance 
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Is higher than the prevailing rate o £ interest he goes on bOnowmg 
until the two become equal Others, whose late of preference is 
lower than the current r ite, lend until the two are equalised In- 
dividuals, firms and corporations are all in this wa> seen to be both 
^ bonoweis and lenders , and this maybe true except m the case of 
poorest persons whose incomes aie too low to allow lending This 
thooiy thus explains both supply and demand puces m terms of 
time preference 

One point noeds emphasis heie even at the cost of iepetit,on 
The individual s rate of t mo piefeionce is seen heie to be adjusted 
to the pier ailing late of tutor est instead of determining such rate 
And this is true, just as the current market price of a commoditj 
determines a purchaser’s maiginal utility He extends his purchases 
to the unit, w'hose utility to him equals the prevailing puce But 
it is also true that the utilities of the maiginal puicliaseis as a whole 
determine the market pnee itself Similarly rates of time-preferences 
' of tho marginal bonowers and lenders as a whole, lelatne to the 
available demand and supply at any time, determine the prevailing 
late of interest 

,5) Liquidity Preference The late Loid Kejnes (for a long 
time Beadei in Economics in the University of Cambridge) has 
introduced a new theoiy to explain the rate of interest He was tho 
most outstanding monetary theorist of his time Ho has interpreted 
the rate of into est in terms of the demand and supply not of savings 
but of money or liquid purchasing power in the form of cash and 
cunont deposits m Banks Of the total quantity of such money in 
existence at any time, a pait is held as active balances which 
the holders lequno foi then cunent and contingent neods , anothei 
put constitutes trmcltve balances, which aie available foi lending 
or investment None of these lattei will be invested, i e all of 
them will be hoaidod if the rate of interest is zero , at a ceitam 
positive rate, say, 3 per cent, a proportion of these wnll be invested , 
at a highoi late, sr>, 4 per cent moio and at a lower mto, say 2 per 
cent, less will be lent or invested The rate pievailmg at any time 
must be such as to induce the people as a w'hole to hold the avail- 
able supply 
22 
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The desire of a person to hold liquid purchasing power 
preference to lend it 01 hold it m the form of securities or of 
assets is his ‘liquidity pieference’ It increases for both borrov 
and lenders -with (a) a fall m the late of interest, (b) expectation i 
rise m such rate and (c) anticipation of a fall in the prices of sec 
ties and other assets The lesult of such increase m liquidity piefere 
must be to raise the late of interest On the other hand, liquu 
preference diminishes with (a) a use m the late of interest, (b) 
pectation of a fall in such late and (c) anticipation of a rise in 
prices of secunties and othei assets, and tends to lower the prevai 
late of interest by increasing the supply and leducmg the dem 
for liquid balances When a financial crisis and fall in the gem 
pi ice. lor ol are apprehended liquidity piefeience will natur 
mciease and laise the late of mteiest 

It is geneially on the basis of this theoiy that govemmf 
hare been maintaining cheap money policy’ by libeial suppl; 
cash and ciedit mespective of savings But in so far as plent 
supply of liquid purchasing powei and cheap monev, or lov, rate 
inteiest, keep the puce level up the quantity of money required 
unit of real capital increases, and the cost of employing such cap 
goes up in spite of cheap money unless the demand foi capital 
kept under control It is not the quantity of money but sari 
that ultimately delormmes the late of interest Aheady wo 
experiencing in India and elsewhere the adverse effects of ch 
money’ in the face of dwindling savings The equilibrium the 
therefore cannot yet be discaided as disproved 

Differences In the Rates of Interest 

The theory of interest definitely' suggests the pievalencoi 
uniform rate of inteiest throughout the market Actually we fin 
vory wide variety of mteiest rates ranging from $% to 24% and m 
per annum m India Thus mteiest on mter.bank call loans i 
Government of India Treasury Bills is yust about 8 annas per c 
per annum , it is about 6% on advances by banks to their custom* 
In the villages it may be anything like 24% to 36% But tli 
differences are more apparent than real The 2% now available 
Post Office Savings Bank deposits may bo taken as the standaid n 
representing puic or not mteiest Othei rates arc giocs rates lb 
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that me higher than 2'’/o poi annum, such ns those mailable on 
Governments bonds, bankers advances 01 loans to made to small 
tiadeis in towns and farmeis in Milages, are duo to differing degrees of 
nsk, inconvenience and cost imohod in the loans 01 investments 
that yield them Those lower than 2 per cent, such as fields of call 
loans and Tieasuiy B 11s, are ex.pl.tmad by o\tia conveniences and 
pecuniar advantages attaching to them Thus Banks always want 
to hold 1 quid resources far in oxcess of the noimal daily demands of 
tlioir dopositois lho money lent bv them at call is a part of these 
liquid balances, which will hare to bo kept entirely idle otherwise 
As these loans can bo had back at call they are as good as cash, and 
any late of intei est that can bo obtrinod is welcome The funds of 
this naluio ljmg spate with banks aio alwajs so laigo in relation to 
domand foi call loans m normal times that the late could liardlv be 
mote than nominal 

How v illations in dogues of nsk and nicomenionce explain 
differences in interest ntes may be illustrated with a few examples 
(1)7 rade bills, that >s, bills oi lnimhes diawn on tiadeis aio discounted 
by liauks at a lnghei rito than bauK bills diawn on banks becauso 
the latter aio safoi (2) Even tiador s bills aio discounted it lower 
lates than the rates of interest chniged on loans to such tirdors 
Tho former beni it loast two signntuios and are more liquid 
becauso tlrej aio paj iblo aftor a shoit intoival of not moie thin 
a few months while the loans aie foi longer penods and likelx 
to call foi lonewal it matunty Opportunities to invest at higlrei 
iates funds emplojed in bill discounting aio greatei than those 
\ advancod to customers (3) A Company s debenture bonds vield lowei 
lato of mteiest than its shales because the foimei cairy a pnoi light 
to annual incomo as well as to capital on liquidation (4) Shoit.dated 
Government of Indiasecunt es such as the 11)49-52 loan, can-5 a lower 
rate than the long dated 1985 loan, because the risk of fall in puce 
and danger of repudiation by a now paity coming into power aio 
gieater and opportune to invost at lnghei late in a new loan, should 
it occui between now T and 198G, is nil in the case of the 1986 loan 
(5) Loans in villages at exoibitantly high iates aie explained by 
veiy high risk and cost of collecting small loans to boiroweis who 
have little tangible security to offer, 
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Sometimes a voi\ high rrlo of return on c ipit.il in liugoly mndo 
up of dopi edition which is v.rongly taken by tho ownor as income 
flora his capital Pot ox unplo a pm ala bus costing 11s 5000 may 
yield m tlio first year anything like Its 500 p^i month after meeting 
charges foi potrol and wages of timer and conductor This gives 
an annual Mold of Es 0000 oi )20'j 0 But dopioeiution of tyros, 
tubes, engine and oven tho body, if propel !\ cdculated, might como 
to, say, Bs 3000 a coat, anothci Es 2500 a yoai might lemonabh 
bo tho lcwaid foi oigamsmg and until* ng by tho ownn This 
leaves onh Es 500 a vein oi 10% , uctunllv the i ito of net inleio p t 
will still lio low ei than this 

Tendency towards Equality in flic Rates of Interest 

Diffoionccs in iatos of intoiest, Molded by capital omplovod m 
diffoiont investments and localities torn! to disippoai through mobility 
of capital fiom low to lnghor yiold investments and locilitios to the 
estont that mobility is froo \\ lime it is obsti uctcd bv difficulties, 
high costs and risks, ns between one country and anothci, differences 
are bound to p.isist Within a cauntt y we do find teudonev towaids 
equality of the l itu of not oi puie inimest and also towaids eg unlit} 
of tlio gross l ate m oquall} usky investments Tims dobontures of 
all sound companies located in an v pait of India yield tho same rate 
of about 4 % at present Tlioir Preference shares Mold about 5"', while 
oulinaiv slnuos may vield nnytlung fiom 0% to 7% Equal’tv m 
tho annual yields is hi ought about by laigu sales of thoso sccuutios 
which yield loss than thou counteipnts and laigoi puiohascs of 
these lattei with the proceeds of the foimei liven when such 
seem dies btai differing iatos, then yields are oqunli/od llnougli 
changes in thou puces Thus tne cuirent puco of tho 7i% Tata 
lion Second Preference share of Es, Jell is about Es JiO, winch 
gives a yield of about 5% to tho puichascr boenuso other similar 
shares y raid 5% Tho old shareholder, wlio obt lined it at Bs 1 00 
when' the company was floated, no doubt gel but tho additional 

2i°/ 0 is m tho nature of quasi lent because tho numboi of such shares 
issued by tho company is limited 

But so fai as tlie vauous investments such ns thoso in land 
business and securities differ in tho degrees of risk involved m each 
differences lr. gioss yields must pcis’st Tliov are really different 
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things, lming then sepaiato conditions of demand and supply 
Whore lisk is less, such as m landed property and electuc supply 
concerns, supply of capital is gieater and its maiginal productivity 
low , naturally the yiold is also relatively low Wlieie the uslc is 
gioatei as m toa, rubboi and mining companies, the supply of capital 
is smalloi and marginal pioductivitv and yield highoi The risk of 
no dividend and loss of capital sum itself makes the cost of supplying 
cap tal lnghei Poi such capital supply means not only waiting but 
also beaiing of usK of a high degiee Thus theio is little mobility 
of capital between low and high nsk imestments , the lesult is 
peimanontly (a) low viold of cipital invested m Government bonds 
and company debentures, (b) modeiate return on that invested in 
liousos and oloctnc supply companies and (c) lelativelv high annual 
lates secured fiom shaies of toa, lubbor and mining companies on an 
avoiage ovei a long period 

It mas bo noted that equality of rotuin fiom equally liskv 
investments is only m logu cl to fiee capital like liquid funds which 
can be easily and quickly tiansfonod fiom low to high yielding 
fields of employment Such tiansfei is not possible in the case of 
specialized capital like piessos and factones equipped witti machinery 
Botary punting machines and looms cannot bo converted one into the 
otlioi If Piosses begin to yield highor lotuins than cotton mills 
duiing impending elections, the piess owners make-mucli higher 
piofits th m holdeis of cotton mill shaies because spindles and looms 
cannot bo used to turn out leaflets and posters demanded by 
contending political paitics Such high yields fiom piesses are thon 
quasuients which go to then owneis Low 01 zeio lotuins on 
cotton sliaios aio also quasi-ieuts, leduced by the lolative fall m 
demand for pioducts of cotton factories But this is atompoiaiy phe- 
nomenon, the flow of fieo capital will now be divoited to piesses - that 
going to establishment of cotton mills stopped — until net returns 
aie equalized as thov will bo in couise of time Rotuin on fiee funds 
is equalized much quicker Prices of piesses or their shaies will 
use in tho maikot , those of cotton mills will fall Thus the returns 
foi now investors of liquid funds m both types of investments will 
( become more 01 less equal almost immediately tho variations in then 
respective yields beco ne cleaily maiked, 
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Much of this explanation of valuations in yields, it may be noted, 
applies to piofits more than to intei est in so far as vanations aie 
almost exclusn oly due to differing degrees of risks, -whose rewards 
are profits, not interest Pure inteiest like puie gold is o\ er > where 
the same All types of investments and lumps of gold, when shorn 
of impurities thiough economic and chemical analyses, are seen to be 
so It is the differing proportions of the profit element m one and 
mixtures of copper or other baser metals m the other that explain 
dissimilarities 

Interest, Wages and Profits 

On the whole, the rate of inteiest tends to much greater equality 
than the rates of wages and piofits because of greater mobility of 
capital from one locality or employment to anothei Capital is moia 
mobile due to 

(1) Its being impersonal. Its movement is not hampered b\ 
differences of language and climate, noi by personal piejudices, which 
affect labourers, who have to move peisonally Thus a railway 
portei may hesitate to become a butchei for higher w’ages but will 
probably not do so in lending to a butchei at 15% instead of to a 
baker at 10°/ 0 if ho had any capital to invest (2) Ignorance among 
capitalists is loss than among lnbouieis about the most ad\ antageous 
opportunities of employing their lespective resources (3) The cost 
of transferring capital per unit is much less than the cost of moi ement 
of a labourer s family Thus Es 10,000 may be sent from Kanpur 
to Calcutta foi less than Es 5, but a labourer’s family^ may cost ' 
something like Es 50 (4) No natuial barrieis like diffeiences of 

aptitude and inborn talent exist between one class of capital and 
another as they do between different classes of lnboureis even within 
the same countiy (5) Specihzed capital like machinery weais out 
much quicker than specialized labour Thus if Jute Mills become 
unpiofitable stoppage of renewals and replacements will extinguish 
them in, say, ten years But if ergraeeis’ ed-nings go down foi anv 
leason, it will take a whole generation foi then supply to disappear 
even if no new entrant takes up the profession 

Fluctuations In Rates of Interest 

We have seen the causes of differences existing at a particular 
time in the rates of interest obtainable on diffeient kinds of loans 
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Oi investments of capital These vanations aia almost wholly 
diffeiences of profit and not interest element ra the rates of penodical 
letuin on capital Let us now examine the causes or factois responsi- 
ble foi use and fall m the late of mteiest ficm tune to time. It is 
possible, but not practicable, to confine attention to fluctuations m the 
late of puie 01 not mteiest only Interest and piofit elements m 
letiuns on capital aie so mixed up that changes m the lattei cannot 
be ignoied altogether m any discussion of such changes The lmpoit- 
ant factois that altei lates of mteiest act, it will he seen, thiough 
then influence ovei demand and supply of capital Any factoi that 
mcieases maiginal pioductiwty and demand puce of capital raises 
the late of mteiest , one that lov, eis the supply puce and mcieases 
the powei and will to sare loweis the late of interest On the other 
hand, forces that lowoi marginal pioductivity, thiough mciease ra 
savings 01 otheiwise, bring down the late of mteiest, while contraction 
m sai mgs, from whaler or cause, laises mteiest late 

1 Inventions Inventions of machmeiy and impiovement in 
the mothods of pioduction and transport usually mciease the demand 
'for capital, which is needed to apply them ra practice But in course 
of time they also mciease pioductivity of capital as well as land, labcui 
and enteipnse The result is an mciease ra incomes and powei to 
saro of the various classes of the community Thus the effect of 
rarentions on the late of mteiest is on the whole and ovei a long 
penod to keep it steady, it mcieases both demand and supply of 
capital In so far, howerei, as inventions are capital-saving, that is, 
ratioduce new machmeiy of simpler and less costly design, they 
increase supply moie than the demand and loner the rate of mteiest 
Tendoncy since the advent of the Industrial Bo volution has been 
towaids a giadual fall in mteiest lates due to constantly expanding 
pioducttve cauacity of the industrial woild 

2 Discovery and economic development of new countries 

Tho effect of these and of the industrialization of old countries is 
similai to that of imentions ra the long run Thus India and China 
as well as the United States of America, Canada, Australia and other 
new countnes hare made continuously lieaxy calls on tho capital 
accumulations of Gieat Biitam and Fiance dm rag the 19th Centura 
and oaily 20th, and they bare thus kept up the late of inteiest But, 



except foi China, they have now made enough progiess in industry and 
agricultuie not only to he able to Btand on their own legs but also to 
spare capital for their older cieditors "We know how America has met 
huge demands toi capital fiom Euiope dunng the Woild War I and 
evei since She is just now financing the huge Euiopean Recovery 
Fiogianure Canada, Austialia, South Afiica, India and Argentina have 
all provided considerable amounts of capital to Great Britain during 
World War II as evidenced by their accumulations of steilmg balances 
All this shows how capital investment beais fruit, muease in the 
den °nd for it swells supply moro than m proportion and tends to 
lowei the late of interest 

3 Wars War is the deadliest enemy of capital It foedB on 
enormous quantities of real capital, retarding not only growth of 
capital but consuming considerable poitions -of the existing capital^ 
We are all familiar with tho fact of Indian factories having been 
over woiked and starved of repairs and renewals during and since the 
war Ihe hulk of the war finance raised from increased taxes and 
loans is utilized in acquiring munitions that meiely feed the weapons 
of destruction Naturally a war mcieases the demand for capital, 
reduces its supplv and laises the late of interest Tins is what 
happened during World War I, when the rate of interest on govern 
ment loans m India, as elsawheie, rose fiom about 3 °/ 0 to 6°/c During 
Woild War II rise in mterost lutes has been kept down by ‘cneap 
money policies of the vanous governments This cheap money or 
low interest lato Ins been maintained by a liberal supply of cash and 
ciedit on the one hand, and a very ngoious control over tho demand 
foi or pit il from the side of industiy and trade For osample, floatation 
of now compares and staiting of new factories and businesses cf 
ceit.m types have Lee undei heavy restrictions since 1943 

4 Changes in price-level This is a monetary phenomenon 
and concerns the theory of money and banking However, it will not 
be out of place to consider its effects on the rate of mteiest Percep- 
tible changes in tho general pi ice level usually occur under two 
dist net coudit'ons — 

(A) Normally during the couise of a trade oi business cycle, 
which is marked by two phases (i) an ei i, designated a tmde boom, of 
expmdiug ciedit, rising puces, increasing profits and expansion m ah 
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typos of business actmty and employment and (u) boom m tiadb is 
followed by stagnant ciedit and prices -which soon lead to a penod 
of tiade depression 01 slump, when ciedit shnnhs, puces fall, piofits 
decline or vanish and trade, industiy and employment are all at a 
low ebb 

(B) Abnormally dunng peuods of (i) inflation which occius 
duung i war 01 other emeigency, when state expenditure mcieasos 
much beyond rexdnues and rdsort to dvor-o\pansion of note issue and 
bank credit leads to continuous uSe m puces and (n) deflation, which 
means contiaction in cunencx and credit, bioughfc about by deliberate 
state policy to lowei the puce. level 01 by scarcity of gold, m eithei 
case puces experience sustained fall and then stagnation at a low lei el 
Inflation and deflation thus greatly lesemble boom and depression and 
affect the rate of mteiest in a similar mannei 

In periods of using prices piofits increase enormously and 
trading with borrowed capital becomes extraordinarily profitable 
Goods purchased with a loan of Bs 1000, obtained at 6°/ 0 mteiest foi 
example, may become worth Bs 1500 after a few months , the loan 
can then be repaid by selling only tw o-thirds of the quantity and the 
lemaindei accrues to the borrower as a profit The creditoi, bower er, 
loses what the debtor gams The losult is great increase < m the 
demand for capital and the late of mteiest rises, which pai th com- 
pensates the creditoi When, 1 owever, puces begin to fall the real 
burden of debt increases, the debtor loses and the creditoi grins 
Consequently the demand foi loans falls off considerable and the 
late of mteiest goes down In periods of inflation supply of moner 
increases and jet the rate of mteiest, unless controlled, rises This 
is because puces use and the demand foi money also increases pio 
portionately in so far as bonowod money is after all omploxedin 
obtaining real capital at inflated puces Such rises and falls m 
intoiost rates hare mvaunbly occuicd in periods of inflation and 
deflation and of trade booms and slumps in the past 

Maintenance of cheap mone> rates m India and elsowhoro 
during the last Woild War and since, mspite of heawlv inflationary 
conditions' has been duo to various measures of control oxer demand 
foi capital, such as lestnctions on capital issues or flot itions of now' 
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companies and extensions of the old ones Scarcity of capital goods 
m India and abioad has also kept down the demand for monev 
“Wherever, however, demand has been fiee, as m the villages and 
towns, for trade m agricultural produce and for smallei industries the 
rates of interest have gone up enoimonsly Evidently, if a village 
trader or city artisan can add Es oO to his annual money income by 
borrowing Es 100 because of constantly nsmg puces he will willingly 
offer anything like 25 to 40% pei annum The author has known 
cases where village Banias have been offeung recently as high as 36% 
interest on short term loans, of course the rates m the organized money 
market have lemamed low because of control over demand 

Money «nd Reel Rates of Interest 

Money rate of interest denotes the amount of money a lender 
receives from the bonowei as interest foi a given period, say a year 
Real rate means the amount of goods and serv ices purchased bv the 
amount of money leceived as interest “When the price-level does not 
change between the dates of lending and repayment of a loan of monev 
the mono} and real rates of interest are the same But when the price- 
level does change, the two rates diverge Thus if A lent Es 1 00 it 
5% he will get backs Es 105 at the end of a vear The additional 
amount of Es 6 represents the money rate of 5% per annum The 
receipt of Es 1C5 will also mean that he can purchase 5% more goods 
than he could with Es 100 So the ieal rate Si teims of goods is also 
5% m case puces remain stationary 

But if prices m general fluctuate between the two dates monoy 
and real rates will become different Suppose prices of goods ire 
doubled, so that leal value of each rupee is halved Then the lender, 
who receives back Es l0o at the end of tho year, can purchaso a 
quantity of goods that is onlv half of what it would be if prices did 
not rise Thus the purchasing power of Es 1C5 will bo equal to 
Es 52J onlv, which moans that tho cieditor gets a fiosthvc money 
rate of 5% but a negative real rate of 474% Por in terms of goods 
he gets back so much less than what ho lent Again, if prices aro 
halved and the value of each rupee doubled, they creditor will still get 
the same money rato of 5% but in real terms tho rate will be ll0% 
Por Es lC5 will purchase goods worth Es 2 10, _ and the Es 100 lent 
will bring m a year additional purchasing power equal to Bb 110 
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For the i<nl 'rato to ien\am 5% m times of pi ice fluctuations it is 
nocossaiv that the money-rate should bocome {c) U0 o l( ) per cent per 
annum if pucos aio doubled and (6 - 47J n ,' ( > when puces are hahod 

Actuillv bonowing becomes extraoidimuily profitable during 
penods of .nflation" <ii rising pucos and pushes up the money rate of 
mtoiest And when pucos aie falling borrowing bocomos very 
buidonsomo , it is gieatly discouraged and the m'u of interest is 
lowered But changes in mtoiest lates lig behind changes m the 
puce level botli in time and magnitude and the losult is feverish 
hooms of business activitv with bouowed funds m peuods of using 
pi Ices, folio ved b\ lioavv slumps in business and omplovment when 
puces begin to fall 

, The future of the ra'e of interest 

1 The oeparato offocts of the vauous factois on the late of interest 
have just neon indicated wit is now poss bio to examine thou combined 
mfluonco \parb fionijWairs, which occasionally increase the demand 
and leduco the supply of capital and thus la’se the rate of lnteiost, 
most othoi facts of modem economic life mcioase both the demand foi 
and the supply of capital and thus tond to stabilise such rate Inven- 
tions in p ab’culiu and economic progiess in geneial have this effect 
Inventions mcieaso the powoi to save, social piogiess increases 
foresight and prudence and piomotes the will to save , supply of 
capital thus glows continuously But so does the demand Imen- 
t ons need capital to ho applied in practico, economic piogiess 
multiplies wants , both create incioasmg demand foi cap tal 

To the extont that productive powei and legaid foi the future 
glow faster than domand for capital, mtoiest rato must tend to fall 
But then constant increase in population countoiacls tins tendency, 
and it is a mattei of common Knowledge that the tiond of interest lato 
has been townids stability at about 3 °/ 0 It is not possible foi the rate 
of mtoiest to become zero, as some have argued, so long as the wants 
of the people lemara unsatisfiod and the urge to snt’sfy them, i e., 
impatience to spend income, does not disappear 

B, PROFIT. 

Gross and net profit 

Wo hive soon how the elements of interest and pi ofifc are 
hugely mixed up in the income of a poison owning capital Yet 
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theoiotically they can and ought to bo separated Piofit is the reward 
of organisation and risk taking while interest is the leward of pure 
waiting The total income -of a business man employing his own 
capital is often spoken of as profit But this is g r osi profit or income, 
in which one or moie of the following elements may be included 
(l) Puie lent, accruing to him as owner of the site of his shop or 
factory , (2) Puie mteiest on his own capital invested in buildings, 
maehmerv and matenals , (3) Wages for any oidinarv work done by 
himself— manual or mental ,' (4) Depreciation on fixed capital, if it has 
not been chaiged befoie aiming at tho annual profit The first threo 
of these it may be noted aie rewards of factois other than organisation 
and enterprise What lemams aftei subtracting those elements is h s 
utt profit which acciues to him as (a) lemuneration for organising oi 
directing his business — big oi small - and (b) leward foi bearing tho 
Vishs -of business A pei son's income may eonceirablj consist only of 
pure profit in the economic sense if lie uses only lined land and 
'lnhotn 1 and bonowod capital and piovides for fair depieciation on all 
the? iked capital used 

, i v 

It mav be interesting to analyse the annual net earnings of a 
company and the interest and dividend distributed by it to the holders 
4 of its debentures and shaies Debenture interest is largelv pure 
interest , to the extent that debentures cairv greater risk than Govern 
meDt bonds and yield a highei return such interest contains a part of 
the company s annual profit, which is thus shared by the debenture 
holders w ith the shareholders The lemamdoi of the earnings distri- 
buted as dividend on shaies is seldom puie profit Usually a companv 
pUichases the land or site of its factory, and a part of its net earnings 
tne (l) economic rent Another put consists of (2) j-ure interest on 
fiapital provided by the shareholders, mtorost on capital bonowed 
from debenture holders and banks is of course already deducted The 
l emaining pait of the annual dividend is then (3) rewaid for risk borne 
by the shareholders It contains no element of remuneration of 
organisation and direction which acciues to the managerial staff and 
directois as salary and fees respectively , veiv often they get something 

"The bulk of the piofit of a street liawhei it may be noted, is 
made up of wages of his own laboui As an entrepreneur he beais 
little risk and employs managing ability of a low order H s profit m 
the economic sense is there foie really small 
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over and above this as bonus 01 commission out of net pi o fits in the 
technical accountancy sense But bonus and commission are also 
roward of oiganisuig woik Thus the annual dividend leceived by 
a shaioholdei consists of inteiest and lowaid for risk and may contain 
an olomont of lout if the comxiany’s landed property is freehold and 
not leasehold Yet the dividend obtained does not contain the whole 
of those elements to the extent that a part of the net earnings is 
genoially earned to one or moie types of resenes, the whole or part of 
which may be distil butod in future years as cash diudend 01 m the 
shape of bonus shares Somo of these loserves, such as those cieated 
foi nocessaiv depreciation, lopairs and lenewals, aie not piofit 

Economic Profit 

Tho not oi economic piofit thus separated fiom extraneous 
elements, consists of tho following components : — 

( ) Normal profit, which is necessary ovei a ponod of time foi 
a busino's to continue It consist of (a) noimal rowaids foi Sorgani. 
sation or wa$es of management and (b) noimal ieward for risk borne 
by tho pioprietoi (2) Surplus Profit which means anything 
obtained m excess of noimal rates of lowtud foi management and 
1 isk-bearing 

Determination of profit 

Piofit, like inteiest, is usually expressed as a percentage on 
capitil imostod in a business This is correct to tile extent that it 
accrues as a lowaid foi usk to which such capital is exposed, but 
the motliod of expiess’on is wiong in so far as piofit includes lemu. 
noiation foi peisonal services of the ontiepreneui Wheie, howevei, 
oigamsation and direction aie entirely in tho hands of salnned staff, 
piofit accruing to the enteiprisei may well be expiessod as a percentage 
on his capital, piovided pure inteiest as such is allowed foi "Whether 
we expross piofit as an annual peicontago earned on the entrepreneur's 
capital oi as his peisonal lemuneiation, the important point hoio is the 
foicos that deteimino tho late oi amount of such profit 

One thing that is voiy distinctive about piofit is that it is a 
residual income Ront, inteiest and wages, as lemuneiations of the 
othei tlnoe agents of pioduction, are 'usually settled in advance and have 
to be paid out irrespective of the net earnings of a business If these 
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not oarmngs are laigo in an> >oar profit is oDormous , but if oainmgs 
me ml, small or negative piofit mac well bo loss This is not uncoin 
mon, some businesses actually mn nt a loss for ) oars together 1 Tins 
chaiactotistic of profit as a losiduo, which may proao negative mcoitain 
jeaisJ^ is shared, it maj be noted, by mtoiost and lent to tlio oxtont ^ 
that capital and land employed in a business belong to the proprietor 
Ho has to satisfy tho claims of labour and of the owners of bon owed 
cipital and lnrod land His own income niado up of lent and interest 
as well as of profit iuay suffer 

Considered fiom a short jtei md pomt of mow piofit is thus a 
lesidual element of income, which 11115 bo laigo roro 01 nogatno 
But no business can run for long with /010 01 nogatno profit , nor can 
it continue to cam fabulous piofits foi any length of time because of 
competition, unless of couiso such competition lias boon eliminated by 
monopoly Thoie is in oaory lino of business a normal latoofrewaid 
foi organising ability and risk-beaiing, and such rate tends to preaail 
oaoi a'ponod of joars Each of tho two olomonts of oig.imsition, vi/, v 

-managomont and risk boating, lias its own demand and supply pneos, ' 
based on its nnrginnl productivity and in .rgmal cost, which dotoimine 
the avorago tato of profit coming to oach of them Tho forces of 
demand and supply work in oach caso as follows — 

Normal Profit, r 

1 Wages of Management Evoiy business needs some 
oiganising skill, fnctorv aud office must be equipped and diroctod 
propel ly 01 elso business, howsoever efficient as a pioductno unit, will 
not show piofit Naturally such managorml abilitv must bo remune 
lated at a scalo appropnato to the giade of such ability Tho scale 
of such remuneration can be asceitamed fiom that earned by salaued 
employees of similai businesses Natuially tho higher the grade of 
ability needed, the laigei is tho cost of acquiring it and tho smaller is > 
the numbei of persons possessing it at anj timo , tho marginal produc- 
tnity itself is high Thus both supply and demand puces aie directly 
related to the degree of managing ability and tho wages of manage- 
ment or superintendence They aie governed bj the sames forces as 
wages of laboui They diffei from industry to industry and fiom one 

t 'Incidentally loss is also profit (.though of couise negative) in 
the sense that it is the rewaid of entorpnso 
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hazards of the sea, accident, riots, eaithquakes and storms are now 
easily insurable The piemiums paid by a businessman reduce both 
risks and profits But there are othei types of usks -which are not so 
ceitam in their incidence, and cannot theiefore be insured against Such 
are the risks arising fiom changes m population and its tastes, progress 
of now inventions and piocesses in production and tianspoit, discovery 
of now sources of supply and exhaustion of tho old sources, and changes 
m supplies of money and credit All these cause fluctuations in prices 
and costs of goods and theiefore in piofits accruing to then prolucers 
Such risks aio a continuous feature of modem societies They are 
taken over by entiepieneurs, who leap the rewards foi lendermg a 
necessarv sen ice 


Surplus Profit 

Normal profit is due to the efforts of the enterprise! , it is a 
necessary element of tho cost of production of goods pioduced by him 
But an j thing obtained ov ei and above thiB is surplus profit , its 
accrual s not essential for the continuance of business Such surplus 
or excessive profits maj bo due to one or more of the following causes - 

(a) Existence of monopoly, which enables the enterpriser to 
restrict output and raise pnca above cost (b) Special advantages in 
time and place A new factory started in a new place may continue 
to yield high profits until other competive firms come into existence 
in such place or locality But such extra profits aie reallv in the 
natuie of tempoiaiv monopoly piofits, emerging because of scarcity 
of goods produced in lelation to the demand and because theiefore a 
price higher than cost can be charged, (c Chance gains Piofits 
lesulting fiom such causes as war aie accidental They aie surplus 
and not normal to the extent that their existence is not necessaij for 
a business to continue They are really exceptional gains But 
usually they are offset by chance losses such as those occurung in 
times of trade depressions The bulk of such gams are now appro* 
priated bj the state in the form of excess profits tax 

Some economists have argued that surplus profit is like rent and 
does not determine price This is of couise true m so fai as such 
profit is not an element of the cost of production but is a surplus over 
such cost, obtained because price is highei than it This is partioularlj 
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mean tho same annual rate of 30% on R r > 1,00 000 as in ictai'l Iradd 
This cqualitjjn tho annual rato of profit on capital and v.ido variation 
m tho rate of tin nor or piofit aro tho natuinl outcomo of competition 
and mobility of capital If tho into of turnover piofit voro as high in 
wholosalo as in retail trado, capital is likely to bo tiansfcired from 
tho lattoi to tho foimoi until the annual profit obtained in tho two 
linos becomos more or loss equal This accounts for tho fact th it in 
tho shipbuilding and locomotive manufacturing concoins, rvhore 
annual tumoror is a fiaction of the total cipital invested, tho 1 ate of 
profit on tho tumor or is highor than tho jc.uly late of profit on tho 
capital invosted 

The Futare of Profits and Private Enterprise 

Apart from socialistic schemes of nationalizing both pnrato 
capital and pm ato enterprise, nor mil profits like interest will conti. 
nue to o\ist because saving, managing and nsk hoaring aro nocossary 
and yet scarce factors of production It is ti no that oigamsmg abihtv 
is boing acquned by incioasmg numhois with tho spread of gonoral s 
and technical education , risks of business aro nlso boing studied and 
reduced through advancement of knowledge in tho holds of scicnco and 
statistics, this should lowor both tho wages of management and toward 
for lisk Thoy aro actually going down in older industries like cotton 
manufacture, whoso technique of pioduction and marketing has been 
perfected and stabilized But it is equally true that tho demand 
for managerial skill is keeping pace with its supply, while new 
industries with fresh risks are appearing as older ones aro mastered , 
the result is that profits aa a whole Bhow no tendency to disappear or 
even to go down Surplus profits due to monopoly, temporary or 
otherwisa, aro, howevor being increasingly reducod through growing 
competition and state action 

But private piofits as a wholo must vaniBh as and when 
private enter prise is itself abolished Marxian or communistic 
thinkers call piofits as lohbory Accoidmg t > them thoy aro secured 
at the expense of the workeis, who pioduce all wealth and are 
entitled to the whole of it It is, however, evident that oven in 
their scheme wages of management well remain to the extent that 
ruinsgeis have lo Le employed And such wages are much 
higher m the communistic stale of Soviet Russia than the wages 
of ordinary woikeis wo call labourers — skilled and unskilled It 


CHAPTER XXIV 
WAGES 


The nature of wages 

In the language of common use wages denote daily or weekly 
paj ments m'de to hned manual labourers by their employeis 
In economics the term wages is used in the much wider sense of 
remuneration obtained foi am kind of woik — manual 01 mental — 
except that of oiganisation and dnection ot a brsiness 1 he latter is 
technically crgartsaiion mid not Inborn, and its lemuneiation is called 
wages of management let theie is not much difference between tie 
two so far as forces determining them aie concerned "Wages m tb s 
broad sense aie not necessarily incotms of those employed by others , 
those who work m their own business also get wages m the shape of 
an extra income over and above interest and piofit on cap’tal invested 
Again, though the vast innjoi ;fcy of woikeis aie emploveesand get 
stipulated rates of wages n respect' ve of profit 01 loss to the employers, 
independent workers, such as hawkers and handloom weavers, may 
lose wages along with mteiest and piofit if market puce of their 
products turns against them for any leason And, of course, wages 
may be leeeived in cash or m kind, and may be called by am name 
sucb as salanes, foes, comuuss'on oi bonus 

Wages are as a rule pud m cash in all economically advanced 
countries of the world, but part of them may be paid m kind m the 
shape of free lodging, boarding or other concess-ons attached to‘ an 
occupation Cash wages may themselves be paid by the time , i d so 
much per week, or bv the f>iece, that is, according to quantity of 
output irrespective of time Part of Loth timo and piece wages may be 
paid annually as bonus or as e mmission, or as a share m profits calcu- 
lated as a percentage on the quantity 01 value of output or on the neb 
profit of the business as a whole Bonus and piofit sharing schdmes 
are now being increasingly adopted partly to interest the workeis m 
the success of a business, and paitly to keep them pacified For 
example, if bonus on monthli output pei woiker beyond a certain 
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minimum quantity 01 u slme m not piofits is piomised, the labourers 
mo almost certain to o\eit their energies to the utmost Such 
payments piovo advantageous to both tho omplovees and the 
employers 

Time and Piece Wages 

Piece or efficiency wages are those paid according to the amounT~~ 
of output of ouch woiher The system is advai iageous as (T it 
ouablos a woilter to put in extra effort and incieaso his mcomo ( 2 ) the 
more effi cent woi hoi earns more than tho less efficient one and thus 
officoncy is piopeih rewarded and encouraged (3) output is gieater, 
which means mcioaso in national dividend (4) the employer is able to 
obtain vvoilc accoidmg to paymont, to estimate easily pnme or direct 
cost pei unit of output, and to pick out tho moie efficient woihers for 
suitable piomotion (d) Fixed capitil equipment in tho shapo of 
machmoiy and buildings is moie intensively used and thus supple- 
mental 3 costs poi unit of product are lcduced ( 6 ) The consumers 
also gain to the extent that tho pioce- wage sjstoin reduces costs and 
prices of goods But tho system has its drawback s («', It may 

load to detenoiation in quality and is unsuitable wheio quality is 
■mpoitant ( b It is impossible to apply v lieie goods aie not standar- 
dised and work cannot bo moasuied such as that of supervision by 
foiemon (c) Woikoi’s penodical income and standaid of consumption 
aio liholy to become lirogulai ( d ) Thoie is the likelihood of the 

vvoikois ovoistiaining themselves and luming then health («) Em. 
plojei himself may bo a losoi to tho extent that machinery and 
matoiials aio handled with loss erne to mciease output 

Time JVagcs system is free from theso disadvantages and has 
its own viertts m so fai as the worker, leceivmg a fixed sum per week 
oi month, will (l) pay piopei attention fo qualit}' of woik, ( 2 ) use 
carefully machinery and matoiials, (3) have no reason to oveiwoik 
himself and (4) have a legulai income and family budget (5 The 
sj stem is simple to onfoice, requiting no daily lecoid of output of 
oacli worker , it is of course inevitable where vvoih cannot be measuied 
such as supeivisoiy and repairing woik Against those ments it has 
its own diawbacks such as (tf) slackness, to pi event which more detailed 
and costly supervision becomes necessary, (b) the more efficient woihers 
die apt to become lavy in the absence of any evt 1 a reward and 
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(c, the emplcner can neitbei judge nor reward pioperly the differences 
of efficiency of the employ ees 

Nominal and Real Wages 

Nominal or money wages, whether paid by the time or by the 
piece, denote the amount of money a workei receives as wages periodi- 
cally In these we may also include any extia sums of money 
received as allowance or bonus and the money value of periodical 
receipts such as fiee house and uniform provided bv the employei Resl 
wages mean the amount of ttcccessaries and comforts of life which 
money wages of a n oiler procui e m the market Evidently it is the 
loal is ages which deteimine the worker’s welfare A comparison of 
money wages prevailing in one locality or occupation and anothei, oi 
in the same locality or occupation it different times, gives us little 
indication of the differences in welfare of the recipients Eor this 
puipose we ought to bo able to form an idea of the quantity and quality 
of food, cloth, shelter and other amenities of life which money wages 
procuie at different times and places The most important factoi 
governing real wages m an occupation at a particular time and place 
is the purchasing pov, ei of the money wages A highei money wage 
at one place 01 time than at anothei may be illusoiy, being counter- 
balance by higher pi ice-level 01 cost of living Thus although nominal 
wages, including dearness allowances, aie now much highei m India 
than they were before the war, the cost of living index is higher still 
and leal wages are in most employments appreciably lower Eoi 
example if cost of In mg has risen four times as high as it was before 
the wai and wages are only twice as high, real wages havo gone down 
by 50 pei cent This is the reason behind the prevailing atmosphere 
of strikes and threats of strikes by employees of factories, railways 
and other establishments 

Net advantages 

In ascertaining the real wages of an occupation we must make 
an estimate of the net advantages accruing to its workeis Having 
taken into account the purchasing powei of the money wages we must 
add other advantages available m it, if anv, such as («) allowances m 
money or kind ineluding pensions, [b) facilities m respect of nrodical 
aid and education, (c) chances of supplementing the family income, 
[d) secunty and regularity of employment and chances of promotion 
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and {C) tho extent of loisuie available and sbcial status attached to It 
Deductions must be made for such disadvantages as («) "expenses 
connected with an occupation and homo by the woi leers, o g„ provision 
of tools by the caiperters and masons, (6) liiogularity of employment 
and (c) mferioi social position 01 hardships attached to it It is these 
net advantages which constitute the leal wages of an occupation and 
act upon the supply of laboui m it They diffei from occupation to 
occupation aecoiding to difference of genoial education and ability, 
specialized skill and efficiency inquired m the employees 

The net advantages in terms of real wages 01 incomes tend to 
be equal in v occupations lequnng similai grades of physical and 
mental abilities through mobility of woikeis fiom lower to highei 
wage employments Thus unskilled manual woikers such as 
porteis get more 01 less the same net leal wages in factoiies and 
faims and in cities and towns Peons employed in almost all offices 
01 institutions get neaily equal wages Diffeiences, where they 
exist, are only apparent, boingonly in nominal and not leal wages 
Lowei money wages in one place oi occupation are usually com. 
pensated by other allowances or comeniences For example, tho 
lowei daily wage of unskilled labouieis in tho villages is compensated 
by lent-fiee houses, fiee supplies of fuel and groatei leisuie The 
higher daily wage in cities is counterbalanced by highei cost of 
living in the shapo of house lent fuel and separation from family 
and fueuds Again, lowei wages of peons in some government offices 
may bo compensated by free quarters and unifoims and extra 
income in tho shape of tips paid by visitois Of course differences 
m net advantages persist to the extent that mobility is hindered 

Determination o! Wages 

Gradation of Labour 

Wages are tho puce of laboui oi personal services londeied for 
a given ponod of time or pel unit of output , as such thoy are deter- 
mined by tho demand foi and supply of laboui But all labour is 
not of one kind , there is a nutnbei of different giadcs of labour, each 
of which has its separate conditions of demand and supply Such 
grades form laigely non-competing groups, that is, theie is in practice 
little mobility fiom one to the other Exceptions there aie but thoy 
aio raie, At the loltcm of these grades stands the hugest group of 



unskilled manual woikeis, whoso incomes, temperament and ambitions 
all combine to keep them and their descendants in then own group 
Among these we may include all laboureis m uiban and rural aieas, 
including most of the smallei tenant farmers Next comes the group 
of skilled worheis,such as cai pouters, blacksmiths, masons, shoe-makers, 
wearers and fatteis, woikmg independently 01 as emplojoes in fictones 
and workshops A third »gioup consists of the educated lower 
middle class, which has some geneial education and provides clerks, 
school teacheis, inspectors and supervisors for vaiious government 
deputments and mdustnal establishments Then comes the professional 
cliss, consisting of doctors, vakils, accountants, piofessois, engineers 
and salaried business manageis Lastly, tbeie is the giohp of excep- 
tion illy ondowed people, w ho aie loadois in v irious walks of life 
Thom this gioup aro diawn mmisteis, business heads and dnectors 
of government and mdustml establishments There is enough 
mobility within a gioup , foi example, a doctoi’s son may become 
an engineer or a clerk s son may becomo a school teacher and r i co- 
ver sa But movement from one giade to the othoi is loss pionounced, 
duo to lack of opnortumty , natural talent or ambition 

There aro thus separate wago latos received hy drfferent 
grad s of labour Thoro is no general rate of wages applicable to 
labour as a whole except ru the souse that all tbo particular wage rates 
usuillv use and fill together due to common factors such as use and 
fall in the general price. lea ol, growth of capital and inventions, opening 
up of now natural resources 01 oxh vuslion ol the old ones 

The Demand for Labour 

Tho rate of wages an ample} or offois oi is willing to offer to a 
Iibouior bolongmg to any ono of tho numoious grades is his demand 
price foi laboui of that paiticulur grado His offor of such a rate 
is based upon the price society is willing to pay foi the net pioduet 
of such labour This is equally tiuo of mdependoit workers like 
handloom weavers whoso wages come out of the pi ice obtained for 
tho r product in tho market Thus the demand for labour is indirect, 
being derived from tbo demand for the things pioduced bv labour 
Where the pioduet is attributable to laboui of cdo peison only, such 
as fuel or wild fiuit gathoied in tho jungle, the whole of the price 
offered for. such pioduet constitutes the demand price 01 wages of 
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laboui But the mattei becomes complicated whore the product is 
the lesult of combined effoits of other agents of production as well as 
laboui of many persons belonging to different grades Here it is 
difficult to calculate the contubution of each single labouiei to the 
pnceof the whole product Yet, an estimate is theoretically possible, 
and it applies roughly in practice 

Marginal Productivity determines wages An employer can 
offei to each individual labouroi of a paiticulai giado wages that aie 
equal to maiginal productivity of such laboui This is the maximum 
lie will not be willing to pay more, and will pay less if he can find 
men willing to accept less This maigmal productivity of laboui of 
any kind 01 grade is, as we have seen in Chaptei 21, equal to the net 
addition made to the output by an additional labouiei of that grade , 
in toims of money it equals the money value of such net additional 
output For example, suppose that a weaving factoiy employs 1000 
woaveis and produces 10,000 Dhoti pairs pei month , then if by 
employing an additional weavoi the monthly output is increased to 
10,010 pairs, 10 pans is the gro c s addition made to the output 
To aim eat net addition wo must deduct the additional quantity of 
cotton used and extra wear and teai of macbmeiy r involved in pioducing 
the additional 10 pairs Net product m terms of money' may be esti- 
mate! by deducting fiom the maikot price of the 10 pans the money 
value of additional cotton and depreciation of fixed capital If each pair 
sells at Bs 7/. and the money value of cotton and depreciation aie 
togethei equal to Bs 2/- per pan, then the monthly maigmal 
pioductivily of weavers is Bs 50 {(Bs 7X10) — (Bs 2X10,} The 
factoiv owner cannot offer moie than this and may pay less if weavers 
aie wulling to woik at less than Bs 50 per month 

But if maigmal productivity' is Bs 50 and wages, say.Bs 40 
per month it will be profitable for the factory owner to employ' mote 
weavois Then as more weavers aie employed marginal pmductivity 
will decline , additional weaveis will theoretically' be employed until 
marginal productivity' falls to Bs 40 Further addition will mean 
loss to the employer Again if, marginal productivity is Bs 50 and 
actual wages are Bs 60 pei month, the employer will incur loss and ho 
will reduce the number of weavers employed This will increase 
maigmal productivity and the piocoss will be continued until it is 
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The Supply of Labour 

The supply of laboui as a -whole, denoting the total number of 
persons seeking employment at any jtime, is moxe 01 less fixed m a 
country Eien if wo take into account different groups or grades of 
labour we find s milar fixity in so far as tiansfer fiom one to the other 
guide is largely hmdeiod by the difficulties of moving up or down m 
these grades Wagos aio thus for long governed by marginal produc. 
tivity 01 domand for labour Yet laboui of each kind or grade has its 
supply puce, which exeits its influence ovei wages in the long run 
Continuance of a wage rate higher than this supply price of a particular 
guide mcieasos numbers and brings down maigmal pioductivity 
and wagos unless productivity itself is raised by invention? or opening 
up of new natural lesomces A wage rate lowei than the supply 
puce induces numbers ontenng the pait'culai grade and bungs up 
pioductmty and wages to the level of supply price 

Subsistence Theory of Wages Classical thooiy of wages 
propounded by Bicaido is based, like 1 he general classical theory' of 
value, upon the supply pneo or cost of pioduction of laboui It has 
been calJod the subsistence tbeoi y of wagos because aceoi dmg to it 
"The natural puce of laboui (which of course means normal wages) 
is that puce which is noeossaiy to enable the labourers, one with 
anothei, to subsist and to perpetuate then lace, without eithor increase 
oi diminution ” It means that wages tend to be equal to the amount 
of bare necessauos of life loquned by a labouiei’s familv to subsist oi 
just exist It of eouise includes not only food, clothing and shelter 
lequnod by the woiking adult during the period of woik but also 
what is necessary to muntain his wife and childien and himself after 
lotirement For if wages aio not sufficient for these lattoi purposes 
families cannot be loaied and the labour force will ra the course 
of a genoiation disappear altogether Thus the cost of laboui supply, 
or the supply puce of laboui, includes maintenance charges of the 
working labourer as well as his family, and wages equal these charges 
for the labourers “t subset and to perpetuate thoir race without either 
mcioase oi diminution ” Wages are maintained ra the long run at 
this subsistence level by (a) mcieaso m numbers if they use above 
this level, for tho highei wages enable the labourers to many early 
and real largei famil es, (b) decrease m nutnbeis if actual wages fall 
below this lei el because wages lower than necessaiy ioi subsistence do 
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vroi kei s fixes the minimum wages, below which workers will not 
many and procreate children It helps to raise and keep up wages 
by (a) limiting numbers that aie boin, on restricting increase m popu- 
lation caused b} rise in wages abovo the subsistence level , (b) increa- 
sing efficiency 01 mnigmal pioductivity thiough bettoi standaid of 
consumption, and (c' raising, as it wore, the cost of production or 
supply of labour Bas,c wages of skilled v,oikers and other superior 
giades of la l our are also laised by a rise m their respective standards 
of living ipaitficmthe additional wages they get due to cost of 
cducat’on and technical training their occupations demand The rise 
of tho standard of living and wages does not falsify, it may be noted, 
E car do's theory of wxiges Wages are still governed by the cost of 
maintaining laboui, tho standard of living raises this cost and through 
it wiges The tlieoiy is thus confirmed 

It is neccssarj to note here that wages and the standard of 
living are mutually lelated The standard of living cannot rise with- 
out a use m wages, wages cannot rise without an mciease in produc- 
tivity of laboui Standard of living can only maintain wages at a 
level to which they have already rison by such causes as mven* 
tions and discovoiy of new sources of materials and power This is 
confirmed by the lecent economic history of industrially advanced 
countries, whore wages and standard of living have gone up together 
Thus we seo that rise in tho standaid of living is not the original 
cause of high wages , it helps only m maintaining high wages Nor 
are high wagos nocessauly the cause of high standaid of living 
People accustomed to a low stand ud of subsistences maj flitter 
away addit.onal wuiges in harmful consumption 01 in incieasmg fami- 
lies This is usual if tho use in wagos is temporal y It is only a 
sustained rise m w'ages, caused by increased productiveness of labour 
and accompanied by progioss m habits of thought and living, that can 
1 use the standaid of living Increase of productive capacity rn India 
through planned development of agnculturo, mines and manufactures 
is expected to laise the wages and tire standard of living of Indian 
masses Thoio is no othoi slioib cut that will succeed 

We see then that wages of any giade of labour are determined 
by its marginal productivity, discounted at the current rate of interest 
Such wrges ate also influenced over Jong periods by the supply puce 
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o{ such labour ns govornod bv its standaid oflning plus cost of 
education and tiaming roqnnod m its members "Wages tend to 
oqunl tho not product of Inborn, its imrginnl productivity rulos tbo 
demand puco foi it, and, on tbo othor sido, wages tend to rotain a 
closo though indirect nnd mlucato relation with tbo cost of roaring, 
training nnd sustaining tho onoigy of offlciont lnl our ’ * 

Wages Fund Theory. 

John Stuart Mills Wages Fund thorny was foi a time accepted 
as conect hi t its weaknesses woie soon renli md nnd it was abandoned 
by tho author himself Tt is now only of histone il interest 
Accoiding to it n put of tho limited enpit il at the disposal of the 
employ ore at arrv tirno is used for fi\ed capital and another part, 
called tho circulating capital, is set apnt for hiring labour or paring 
wages Tins latter part, toimod Wages Fund, is fixed in amount, and 
wages am determined by tho relation between this fund and tho 
numbor of labourers scohing cmplovment Tho formula is simple 
Wages ate equal to wages fund divided by tho number of labourers in 
a countiy Evidently then wages nso if the numerrtoi ortho wages 
fund incienses, or tho dcnominatoi or the numbor of lalourois 
decreases Thev will of courso fall with an incicnsc in the number of 
labourers 01 a dccieaso m tho amount of tho wages fund Tho theory is 
obviously orroneous Thorn is no lived wagos fund, it increases nnd de 
ci eases as emplovniont of labour becomes mom nnd less profitable Thu 
theory takes both demand and supply’of labour ns fivod, but demand 
is leally nover so fixed Noi cm it explain differences of wages. 

Differences of Wages, 

Wages vaiy voiy widely not only from ono locality 01 occupa- 
tion to anothoi but also fiom ono person to nnobhoi ongaged m tho 
same occupation This is true of both nominal and leal wages 
Some of these diffoioncos may he only' apparent , foi oxnmplo, 
monev wages of unkilled labour m villages aio lower than m cities 
duo laigoly , as wo havo soon, to difforoncos m costs of living Real 
wages are mom 01 loss equal Again, voiv ofton lower money wages m 
ono place or occupation than in anothoi for similar giades of labour 
are duo to the existence of vanations in othor advantages available 
in those occupations oi places Any real diffoioncos that do exist 
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ale well-organized and whose services are important for the life of the 
community such as Railway and Postal workers, have greater chances 
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aie based on ceitam assumptions like poifoct knowledge of facts of 
the market, fi.ee competition and leady mobility of the agents of 
pioduction To the extent these assumptions are not ■valid in actual 
life, theones do not give us the tiue pictuio They aio not photo- 
giaphs but only paintings , yet they are of leal value in undei standing 
the working of economic life With this backgiound we may now 
examine some of the significant forces that cause wages to diveige 
fiom the theoretically deteimined levels 

1 Ignorance The most important of these is ignorance of 
both employeis and employees about what the level of maigmal pio- 
duetivity in leal 01 money terms is foi auy giade of laboui 
Mathematically accuiate calculations aie not possible because definite- 
ly accurate data ibout the costs of other factois land, capital and 
oiganisation — aie not available It is only by experience extending 
ovei a numbei of yeais about the net earnings of a concern that the 
omployoi can make an estimate of maigmal productivity of laboui 
and that veiy roughly The lesult is that wages pievailmg m an 
mdustiy may lemain foi yoais highei 01 lowei than marginal 
pioductivity 

2, hindrances to Mobility and Competition Even such 
knowledge as is possessed by woikeis and capitalists cannot be 
utilized to the fullest extent because noithei labour not capital can 
affoid to move immediately fiom the loss to moie piying occupations 
oi localities, oi to stop working as soon as then remunerations fall 
below' then theoretically doteimined contnbutions to the total output 
Laboureis have no toseive to fall back upon and accept lowei wages 
lathei than staive Capitalists put up not only with leduced bub 
nogative lewaids in the hope of bctioi tunes returning with lipse of 
time The same cause explains difference in w ige iales obtained by 
similar woikers m diffeient establishments or places 

3 inequality of Bargaining Power Lnbomers, unless they 
aie oigamzed into stiong tiade unions, aie weakei as baigameis than 
then employers , the result is that w'ages tend to be low'ei than maigmal 
pioductivity Where trade unionism is stiong woikors are able at times 
to push up wage lates above maigmal pioductvity But this can 
only be foi tempoiaiy penods , no employ ei can put up foi long with 
24 
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continued losses Moia peimanent pushing up of wages is, of course, 
possiblo by the adoption of a ‘closed shop’ policy by a lahoui union 
Restriction on numbeis admitted to an occupation pushes up prices of 
products md m uginal pioduclnity nmlwiges of lahoui, but it the 
expouso of mombeis of open unions as we shall seo later 


4 industrial Booms and Depressions During penods of 
using prices umgmal pioductiut\ of lahoui in terms of mouo\, at 
im late, uses \\ igcs do use with picssuio oxeited by labour 
unions hut with time Itg md perhaps neicl piopoitionntelx The 
result is till in ic il w a s below pi oductmU uul o\coption illy high 
minings iccruing to omplo\cis Opposito luppcns is puces begin 
to fail vnd dcpicssion in tiado sets in Wage cuts aie resisted by 
unions , in me mso lcduction m wages in such ponods is seldom 
proportionate to the f 11 in puces md marginal productn lty of lahoui 
m toims of money Rml wages thus tend to bo highoi and loturns 
on capital and enteipnso lowci thin thou lespcctno productivities 
at the maigin 

5 State Interference In addition to the inteifeienco by 
employers’ and w orkei s’ unions in the leady adjustment of w iges to 
changes in prices of output the stato is exercising increasing control oaer 
wage lates usually in favour of the woiLers Apait fiom laws governing 
factory conditions and compensation against accidents go\ ornments 
now go so fai as to fix rates of wages and bonus payable to workers 
And as such rites far our the workeis, wages are likely to bo pushed 
up above marginal productn ity as is tbo case during periods of 
dopiession The icsult is aitificial dcpiession in profits, followed 
by fall m production and mcieaso m unemployment under the system 
of private enterpi iso 


Limits to Wage Fluctuations 

Ye hare seen something of the foices that make wages diverge 
from maigmal pioductmt\ However the effect of these foices is 


tempoiary , ovei longei penods the factois of production other than 
laboui as well as lahoui must haxe norm il leward — no moie and do less 
More than norm il rewards, except in the case of land, will increase 
supphe, of the factois of pi oduction and bring le wards down to the 


normal ’evel lew uds lowei than nonnal will reduce supplies and push 
thorn up to the nonnal le\el It is onh temporarily that wages can 
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TJuwillmglv he mw, howeaoi , bo compollod by workers niganizod 
into stiong tiade unions to pay mere than marginal t>roduchv\ty 
m cei tain cases But then tlie limit to which wngos can nso is the 
extent of the loss of income and capital which an employer is 
willing to suffor lather thin dose down the business In ponods of 
depiession a considerable nuniboi of cntoipiises hate been obsened 
to run continually at zero or eten negitne piofits in the hope of 
hotter times letiuning Wheictei fixed costs aro laigo, it is bettei 
to lun the factoiv at some loss o\oi cuirent output unless futuie 
prospects aro gloomy and final dose do\ n is docided upon But such 
an abnoimal wage late cmnot but be tunpoiaij If, howovoi, use in 
wages forced upon an employoi enables him to laiso the price of the 
pioduct and mimt un his own piofits, wo have a case where the 
\ oihtis hate ieall\ rused f lion niaiginil pioductmtj itself along 
with wages Such use can bt. enduung Similai is the case where 
the use in wages lords to in inuease in the efficiency of either tl -~ 
waiters oi that of the miuagemont 
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labour market We nil want puces of goods to he as low as possible, 
but fow of us will want wages to be low mcspoctwo of (bo essential 
needs of the lecepiont Even if wages aie equal to marginal pio 
ductu ty we all want them to be higher if they are not enough to 
maintain the worker and his famih at a certain standiud of comfort 
Apart fiom feelings of humanitv.it is essential m the mterosts of 
society itself that workcis families should be well-fed and clothed , 
for without this they cannot bo efficient now or in the future 

These peculiarities of laboui load chiefly to foui evils — ( ) low 
wage®, ( 2 ) long hours 3 bad condition'- of woik and hung and (-4) 
loss of total income and added miseiy resulting fiom old ago illness, 
industxi il accidents and unemployment Recognition of these ovils 
lias given use to sea oral movements dnected towards the improvement 
of the condition of the woikmg classes Inu easing 111 potus to 
tViese movements his been given by rapid piogiess of huge scale 
bussmess in all the nnpoitant hianchos of pioduct on, including 
transpoit and marketing, and conversion of vast numbers of people 
from independent workers living m vi’liges 01 snull towns into 
mere wage earners cuowdcd in small areas of big cities As a mattoi 
of fact, all the programmes aiming at economic and social lofoim aie 
nowadays centered round wages and the pioblems of labour They 
have all affected, and been affected by, one anotlioi m a greatoi 01 
less degree The chief of them aie (l) Labour Welfare Schemes 
undertaken mostly by employers themselves and supplemented by* 
the state ard the labour unions ( 2 ) Trade Unionism or combiit 
aiton movement among workers themselves ( 5 ) Legislative and 
adnnnstratwe measures taken bv the state, intei faring m the wage 
contract between the employ ei and the employee ( 4 J Cooperation 
among workers, promoted laigely by non official agencies and act 
ively suppoited by the state {5) Socialism and Contmtntsm 
Of these the last two — cooperation and socialism — have 1 evolutionary 
aims, wanting to eliminate the employei altogether Coopeiation 
wants to make the woikeis themselves masters tlnough their own 
voluntary effoits and in a peaceful mannei Its oiganisation and 
methods have been examined m Chapter XI Socialism aims at 
nationalising capital and enteipnse through the demociatic method 
of the vote Its extieme wing, Communism, also wants to socialise 
eptierpnse but more thoroughly and by violent methods, viz , thiougb 



I 3?5 ) 

opagating hatred amongst tho workois agamst fclio capitalists ns a 
rss and capturing stato maclimeiy through nnlitair coups Those 
ms aio much wuloi than meio nnpror emcnt in wages md working 
nditions of Inborn They want to hung about et|uahty in incomes 
id rvoalth and haro bren touched upon m Chaptoi XXI Heie it 
proposed to deal with the first tlneo vnorovnonts, which hare tho 
rritcd objective of roformmg some of tho conspicuous ovils of tho 
pitahstic oigamsation of industry 

vlls of Ihe Capitalistic System 

\ll offoits in tho diioctior of imploring lihoureis’ condition — 
hotlioi officials oi non.officml and lofoimatoi v 01 lorolutiohiry in 
ion scope — lost upon the recogmsod orils of the industiia' systom, 
nn out of what lias boon chilled tho Industml Rcrolution These 
ills arise laigolv from tho piofit motiTc of tho pm ate ontiopiemurs 
id their strong position as baigainois in tho laboui maikot Thor 
•e : (1) Low wages and unduly long houis of woik, which tho 
orkois thrown out of domestic mdustnes arc foiced to acoopt (2) 
adwoikingand bring couditionf, losulling fiom concontiation and 
.orciowding of large numbois of rvorkcis in factones and tenements 
ith low roofs scai co ventilation and bad snnitrtion 3) Employ- 
iont of women and clnldicn, resulting m tho deterioration of tho 
ealth of the futuio souicos of labour supply of tho nation 
■) Misoiy caused by 'apart fiom low w iges and bad conditions of 
orbing and bring) loss of Gainings dining illness, old age, iinoinploy- 
lont and thiough mdustmil nccidonts 5’ Concontiation not only of 
ipital hut of tho powoi of initiation and dncction of business m tho 
ands of a fow big employers, with tho consoqucnco that tho woikois 
lo not only poi manontly hossod oror hut lose intorost m thou own 
oik This cmnot but damp thou onthususm, loduco officioncy 
nd daiiugo soci il mtoiest along with then own 16 Emorgonco 
f disputos between employers and employees about wages rad 
oi lung conditions, leading to stnkos and lookouts Tho resulting 
issrtion of woik mjuios tho mtoiosts of society as well as of the 
jpitalists and woikcis The thieo typos of offoits doroted to the 
amoral of these or lls rnd examined m this chaptoi aio (l) Labour 
ifolfare, i2) Trade Unionism and 3) Laboui Legislation 

,abour Welfaie 

Tho toim laboui wolfue used in i rvido sonso includes all 
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kinds of activ ities -undertaken by fcbe state, employois 01 any other 
agency for the betteiment of the condition of the wage.eamiDg 
classes In a lestueted sense, however, it denotes amenities piovided 
to his woikeis by the employer himself ovei and above those 
piescribed by labour laws Official and non offical agencies also 
supplement these actiMties to some extent, as we shall see These 
amenities iniy include fioe ol assisted provision of bettei housing, 
medical aid education, entertainment and recreation Some of the 
enlightened emploveis like Hem y Foul mar go further and on then 
own initiative laise wsges, reduce horns of woik and introduce 
schemes of bonus payments and piofit-shaiing Such welfare 
rctivities of the employers may be based on humanitarian grounds 
inly , pbilanthropically minded employers go far towards accepting 
reduced incomes foi themselves m ordei to raise those of their 
employees Bobert Owen was such an employer, who started active 
promotion of employees welfaie t ai ly m the nineteenth century 
He has admittedly been the onginatoi of laboui w el fun and 
cooperative movements It is such employers that have pointed the 
way to and promoted legislation by the state in favoui of labour 
Usually', however welfare schemes undertaken by the employers 
are dictated partlv at least by what is called enlightened self- 
interest Well paid, well-housed and well caied for labour becomes 
more efficient and Melds good leturns on the oinplover s investment 
in these activities Incieased efficiency raises maiginal productivity 
and provides economic as well as moral justification for the initial 
rise in wages and froe grant of other amenities Labour welfaie may 
in fact increase the profits of the emplovei and lower prices of the 
product to the consumei The dictum, Tow paid labour is dear 
laboui , has a laige element of tiuth in it 


Beeogmsing this the state has begun to compel b\ law nanowly 
selfish employers to provide certain minimum amenities to their 
employees The Government of the United Provinces has recently 
started a teaming class for labour welfare officers, and intends to isk 
e.ch factory owner to employ one of these qualified hands foi 
initiating and supervising measures of labour welfaie m his factory 
The bigger Indian concerns like the Tata Iron and Steel Co and the 
Bntish India Corporation generally spend large sums over providing 
to then employees amenities much beyond those made compulsory 
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by legal enactments These offorts oi the employers aie supported 
by the cential, provincial and local governments Foi example, the 
U P Gorornmont has established duimg the last few years Labour 
Welfare Contres m the biggor industrial towns of the Piovince Their 
chief activities aie provision of fiee medical aid m case of illness and 
confinement, adult education and tiammg m and enteitammont by 
music of factory labour Some of the political paitios also supple- 
ment those welfare activities of the state and the emploveis, but 
unfortunatoly most of these aie restricted to piopaganda against 
omployois or the government paity m power and represent little 
moio than puiely selfish offoits at catching the iotes of tho glowing 
industrial population 

Tho most impoitant of these welfaio activities is centoid lound 
housing of labour Usuallv tl\e labouieis are crowded in small, 
ill-vontilatod and most insanitary bustts found in each industrial town 
Provision of bettoi and more spacious quarters pioves usually 
uneconomical, as tho workers’ wa_ges aie seldom enough to afford 
monthly ients that will cover interest and depreciation on investment 
m buildings Employois who do piondo quaiteis haie peiforce to 
chaigo less than economic lonts and the resulting deficit constitutes 
ono of tho costs of production Few omployois uo ablo to affoid 
to incur those o\tra chargos in the compotitne rnaikot Financial 
assistance by tho Provincial government or local bodies looks to bo 
essential in this mattor It may bo extended to tho omployois 01 
to private buildeis m tho shape of giant of fioe sitos and loans at 
low’ rates of interest 01 duect money giants Auothoi altoinatno 
would bo to compol each employ 01 by law’ to provide standaid 
typo of quaitors pei woiking family at a loisonably low lent Tho 
deficiency on tho annual letuin on investment will then fall on all 
tho employers, who will bo ablo to pass it on to the consumers in 
tho shape of higher puce of tho pioduct, as is tho case w’lth othor 
necessaiy costs, including those imposed by observance of existing 
factory laws 
Trade Unionism 

Trade Unionism repioseuts organisation among w’orkeis foi the 
amolioiation of then lot by their own combined offoits It originated 
along with tho factoiy systom m England m tho eaily nineteenth 
century and has now spioad throughout the industrial nations It, 
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&§ other labour movements, rests primarily on the decidedly weak 
postion of the workers as bargainers m tho contract of employment 
In any establishment they as sailers of labour are many and poor 
while the employer as puichasor of labour is one and rich When 
organised into a union tho employees bargain collectively , this 
strengthens their position 

Organisation Unions may be craft or trade unions, which 
denote organisations of particular typos of skilled labourers such as 
locomotive timers of a railway company or locality These local 
organisations may then form countrywide federations Industrial 
Unions respresent wider combinations, including all kinds of workers 
engaged m an industry such as Indian Bailwaymon’s Federation or 
Indian Postal and Telegraph Workers' Union Thore may of course 
be local industrial unions composed of workers belonging to one 
company or locality such as the employ ees of a single cotton mill 
or of all the cotton mills m a locality , e g Cawnporo and Ahmedabad 
Labour organisations These unions mav bo open, welcoming any 
one who cares to join, or they may be closed unions, restricting 
admission by imposing strmgont conditions for admission such as 
long terms of apprenticeship and high admission foes Such closed 
unions are generally formed by skilled workers and they somotimos 
adopt ‘closed shop’ policy f , that is, they do not allow non union men to 
bo employed The result is monopoly of supply of labour of the type 
concerned and wages are then raised too high at tho cost of other 
classes of workers who aie unoigamsed or who are members of open 
unions Federations aie usuallv formed bv the various local trade 
and industrial unions on a national scale, ropiosenting particular 
types of workeis of a whole country A Trade Union Congress, 
such as tho All India Tmde Union Congress, represents unions of 
all or most of the national federations and may embrace the 
workers of all tho industries m tho country including those run 
by the state These supercombinations naturally add fuither 
strength to the workers morement 

Functions Local and federal unions promote the interests of 
their members in the following important way s — 

(a) Collective bargaining The organised members bargain with 
the employer or employers collectively through their representatives 
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in regaid to wages, bonus, horns of woik and conditions of woik and 
’living The demands considered to be minimum aie enforced through 
• the weapon of strike Nuncls are usually collected by subscriptions 
’from mombeis and donations from sympathised for supporting 
the mombeis during the penod a strike continues Such strikes are 
now used not only to laise v, ages but also to improve other conditions 
of the laloui coutiact It is now becoming usual for the unions to 
demand a share no£ only in profits but also in management through 
formation of woilcs committees, lepiesenting employers and employees 
This function of the unions is the fighting function. It easily 
Bnables the workers to obtain real wages equal to then maigmal 
productivity whore they happen to bo lower than this Tempoianly 
ihoy can be raised above lmiginal iproduetivity as wo shall 
see presently 

(b) Welfare Activities. Anoblm function of the unions is 
;o help the members by proa ldmg education and teeliincal training, 
tecioation and maternity, sickness and unemployment benefits to 
ihe e\tent those are not available fiorn the side of the employers 
and the state Such benefits may be financed fiom subscriptions 01 
provided on a cooperative basis i e by foimmg cooperat ve societies 
foi different purposes These activibres may also include propaganda 
foi the laising of cultural and living standaids of the mrmbois and 
lsually load to increas 3 in efficiency and economically justified rise 
m wages 

s c PoUtfcal function. Most unions now tiy to go fuithoi and 
either set up then own candidates for election to legislatures or 
support candidates of paities sympathetic to laboui , The aim is 
generally to promote tluough^such membeis of parliaments legislation 
in favour of the workers Naturally legislrt on compols the employers 
to provide wages and other conditions prescubed by law and relieves 
die unions from constant agitation As the political strength of the 
unions grows they may of course demand revolutionary changes 
in the industrial set up such as socialisation of industries 

Trade Unions and Wages, The mam function of the trade 
unions is the raising of re rl wages, rn which we must include all 
roucessions which help to improve the standard of living of the 
Workers, such as free housing, medical aid, recreation and even 
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increased leisure resulting {iom shoitoned hours of v, oik By the 
stiength developed tlnough combination and collectue bargaining the 
Unions can Taise wages poimanentlv under certain conditions (l) 
They can bung up the wages to the level o j marginal productivity 
where the\ stand belov. such level eithoi due to the superior 
bargaining strength of the emplovor or to the ignorance of the 
v, oibers Any increase m wages beyond this cm only be temporary 
as it w'll be "t the cost of the employ ei s normal profit, any 
substantial reduction in which is bound to compel him to close the 
business, or at least to reduce the laboui force until marginal 
produetivitv increases to the new highei level of wages (.2) Wages 
can also be raised to the extent tint unions can raise efficiency and 
therefoie the marginal product) i ity of tho members through then 
friendlv actmtics Heie it mar bo noted that an initial rise in wages 
above maiginal pioduetn it\ may be made permanent if such lisa 
ruses the standard of consu option and incieisos piopoitionately 
the worker s efhetenev simultaneously 01 fanlv soon after the use 
in wages This is aery libels to ho the ciso where wages are 
extremely low and beep don n the consumption of noceEsanos much 
below the efficiency lea el (3) A thud case is one where wages are 

raised tlnough adoption of the 'closed shop policy b$ a union The 
strict limitation of membership coupled with pi eventing the employers 
under threat of stnbe from engigmg non union men, helps to raise 
wages to the extent that output is bept down and its price bept up 
Here it is 1 case of worbei s monopoly in the field of production tho 
benefit of which acuues to the woiheis instead of the capitalist 
In a vers real sense the marginal productivity of labour rises in such 
a case through restriction of numbeis of worbors and the output 
itself Such an abnormallv high w igo is however, obtained not 
at the cost of the of employers profit (which js maintained 
througher higher price of the product) but at tbe cost of (a) the 
consumers, who have to pay highei puces and (b) non-union worbors, 
who have to work m mdustnes wheie marginal productivity and 
wages are much lower 

Temporarily wages can of course be raised above marginal pro- 
ductivity even by open unions But m so far as output is maintained 
prices cannot be raised and tbe burden of higher wages falls on the 
employers profits Eduction m these latter inevitably leads to the 
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lowming of wages or retiouehment and unemployment; Such a use m 
wages is thus against the inteiests of the woikeis themselves It 
should also act is a warning to laboui leadeis, who demand, and the 
logislatois who pass, minimum wage laws filing wage rates at an 
un9Conomically h'gli lea el 

Orgamsat.on of woikeis into unions is advantageous not onlj 
to thp woikeis but to society as a whole in so fai as it helps to 
xemody some of the ewdent evils of the modem capitalistic system of 
industry (a) To the extent that unions aie able to iaise wages 
according to maiginal productivity they enable the workeis to get 
what is due to them and to preeont unjustified inequality m the dis. 
tnbution of wealth and incomes (b) They also help iaise the standard 
of living and efficiency of then members by their fighting and 
friendly functions, and the rest of die community gets the advantage 
in the shape of increased output and peril ips lowei puce ( cj They 
mdnecriy increase efficiency of management m so far as inefficient 
omployeis, in having to ia’so wages, are oitliei compelled to implore 
their own 01 gam ration or to mabo loom for others who are able to 
reduce costs and pay the increased wages 

Merits ard Drawbacks of Trade Unionism 

But Laboui Unions, bka all class organisations, aie apt to 
promote their own nanow soctional inteiests at the cost of other 
sections and the geueiai inteicst of the community as a whole These 
evils become exaggerated to the extent that the woikeis aie seldom 
onliglitonod enough to understand then highest inteiests and aie 
usually liable to be oxploitod by politicians foi their own ends Thus 
peiliaps the basic and the most serious evil of unionism anses from 
(l) leadership piouded b} peisons outside the lanks of labour Such 
persons are as a lula ambitious politicians, who excite discontent 
among the W'oikois just to gain then votes It is not uncommon for 
such leadeis to foment strikes without sufficient cause Not being 
empioj ees themselves they lose littlo, while the stnkeis and their 
families may actually stare e and gam nothing if the stuke proves unsuc- 
cessful ( 2 ) Secondly, the whole life of the community is often paralysed 
by strikes, particularly those m concerns providing essential seivices 
such as those of railways, post and telegraphs, water supply, coal mining 
The distuibaucc becomes more widespread whop national federations 
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dedal g a gencxtl slrile ombiacing all or many industries in sympathy 
with the guovmcos of tho employes of a singlo mdusliy or somco 
In such a case not only tho employ cis but tho whole community 
suffers tlnough higher wages 1 using pricos of goods to tho consumers 
m genoral apait from tho loss in output and dislocation of economic 
and social li to dm ing tho pel lod tho striko continues These strikes 
in basic industries, such as mining power snpph md transport Imo 
of course widoi lepeicussions m so far ns they load uutoin \tic ilia to 
cessition of woik m many otliei industncs dopendmg upon tho 
foimoi for powei 01 nntormls (3) ^nothor evil is the liabilita of 
some unions uloptmg closed shop policy and nipning tho intcicsts 
not only of consunieis but of the vast numbeis of then own poorer 
brolhien who happeu to ho outside tho dosed muon (4) Unions often 
oppose introduction of implored machinery md methods of production, 
such as rationalisation, to prerent lotrondiment in their ranks They 
miy also at tunes adopt policies of slowing down of tho speed of work 
in oidor to maintain employment of then momhors, being powerful 
enough to keep w lges up All this is against industrial efficiency and 
genoral social mtoiest (o) Tho unions m\ irinbly try to compel 
employers to fi\ standard rates of uagis lor diffeient 1} pes of 
woikors without regud to differences in efficiency of indindual 
members of a gioup The result is tint efficiencr discourngod and 
indolence encoui iged This c mnot lmt load to loss of output and 
ultimate reduction in wagos and the st mdaid of living of tho woikois cf 
the industry concoincd in particulai and of tho lest of tho community 
in general Tor if tho unions m each industry insist upon unifoumty 
in wages, as they alwars do output is likely to suffer in all industneo 
with lesultmg loss of tho national dividend ns a whole (0, Lastly the 
unions aie apt to piomoto class haired, which often leats to nolenco 
and sabotage m factories This is of course suicidal in so f ir as reduction 
m capital equipment cannot but lower wagos and iaiso cost of lvmg 

Trade Unions and the State Recognirmg the adrantages of 
trade unionism and the fundamental light of the workors as of tho 
othoi people to combine and form associations to piomoto then legiti- 
mate interests, tho state usually enacts legislation, peimittrag tho 
workers to form unions and compelling tho employ cis to recognise 
such unions for purposes of bargaining with their employees loganling 
wages and other teims of tho Inborn contiact Registoied unions are 



allowed to collect funds and then officeis are made immune fiom 
civil and cnminal liabilitj 1, m lespect of spending such funds and 
doing othci acts in fuitherance of the objects of their unions Hovvevoi, 
to beep the uufan and evil policies and practices of the unions m chock 
the Tiado Union Act in India, as similar Ians in other countnes, lequire 
such unions to be legisteied, prescube ceitam conditions which a union 
must observe m order to letara its recognition by the state and the 
employers 3 ?oi example, a union is lequned to define its objects, to 
spend the funds raised on such objects onlv, to submit a copy of its 
audited accounts every year and not to have m its executive committee 
more than a fixed percentage of outsideis Thus a rogistered union 
cannot piomoto or spend its funds on anj, extraneous purpose such a 
general strike 

Regulation of Trade Disputes Closely rolatod to legal recogni- 
tion of and control o\ or trade union nctn lties is legislative logulation 
of disputes between omplojeis and employees Such disputes usually 
result in strikes by the employees 01 lock-outs by the employer's Both 
cause cessation of pioduction, loss of output and injury to social 
mteiest as well as that of the parties to the dispute Naturally the 
state intervenes to promote tndnstrtal peace by sotthng such disputes 
and preventing then injurious effects NV oil recognised methods of 
settling disputes are mediation, inquiry, conciliation and aibitiation 
Mediation is usually undertaken by non official agencies, i o person 
or persons enjoying the confidence of both the parties Bailing this 
the state may interfere through legal power possessed by it Thus the 
Indian Trado Disputes Law, as amended and extended recently, is 
administered by the Provincial Governments m then respective 
jurisdictions It declares as illegal {a) all sympathetic strikes (which 
means general strikes 01 stakes by one 01 mote unions to rediess the 
gnovancos or onforco the domands of other unions) and, (b) slnkos 
whoso object is designed or calculated to millet so\eie, goneial and 
prolonged hardship upon the community Raising and spending of 
funus for such strikes is also illegal This coveis the case of 
sevices considered essential for the life of the commumtj such as 
railways and water supply 

However, not to dopnve any class of workeis of their light 
to seek ledioss of their grievances altogether, strike is usually 
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allowed after the lapse of a reasonable period of notice, withm which 
machinery of settlement can be set m motion for the settlement of a 
dispute Because of the extraordinary situat on ansmg duung and since 
the last war this machmeiy has been made in India and cthei countries 
more perfect Strikes and lockouts have m many cases been made 
illegal until the failuie of such peace machmeiy , in some cases 
piovision has been made foi compulsoiy aibitiation The mildest foim 
of legal mtei\ention is the institution of couit of inquiry by the 
go\ eminent The findings of such an impaitial court as xegaids the 
justification or otherwise of the claims of the contestants is itself 
expected to bring the unieasonable paity to a better flame of mind 
and to act accoidmg to these findings Bailing this, a conciliation 
board may bo appointed to go furthei and persuade the parties to 
compromise the dispute Lastly come the compulsory arbitration 
boards appointed by the state These agencies of industrial peace 
may be ad hoc, 1 e appointed specially to deal with particular 
situations, or they may be permanent if disputes are many and occur 
often and regularly The aw aids of compulsoiy arbitration boards are 
then binding on both the patties and pievont both strikes and lockouts 
The effectiveness of such machinery is, bower or, conditioned by the 
economic situat’on in an industiy as lcgaids puces, wages and profits 
To tiro extent thit an awud puts wages above 01 below 
the lovel lequisite to the pnce.wago piofit stiuctuie, onfoicement 
becomes difficult if not impossible Thus the lecent award 
of such a board m the United Provinces has led a number of 
cotton mill owners to dec’aie tb nr inability to continue production 
at the existing le\ol of prices of cloth, and the government has been 
comjrelled to modifr the awa 1 m consult it on with the representatives 
of employ ers and employ „ 

Another methoc adopted to avoid industrial conflicts and their 
evil consequences is the sotting up of joint woiks councils, representing 
both employers and woikers Each industrial unit may have its 
own woiks committee and all such committees may have a central 
council representing the whole of an industiy They may be establish- 
ed vo hint rtly by agreement I etween the emplovers and the emplovees, 
or their formrtton miy be enforce! by law Their main function 
is to settle jointly the conditions of work , their scope may be 
extended to include drawing up of plans of industrial tasks and their 
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the belt’, (3) All legislation, in so fu sis it favours the v oilers, 
laises the costs of production of goods and sen ices Tho burden of 
these additional costs, resulting fiom tho enforcement of laboui laws, 
may he thrown (al wholly on the consumers if the employeis are 
ablo to pass it on to them through proportionate rise in prices of the 
products It is necessuy to note here tint the use m the price of the 
products due to such additional costs of legally compulsory concessions 
may handicap the home m ido goods against similai foreign goodB, and 
may call foi protective measuies Employeis are sometimes com 
polled to raise this question when any new labour laws are introduce! 
by the stato (b' It may bo borne paitly or wholly by the employeis 
through a reduction in their own piofits This will dopond upon the 
intention and foim of the lvw, and upon the orient to which profits 
are large enough to boar tho extra buulen If such r margin does 
not exist m the profits extia costs will lead eithci to closing down 
of business or to exasion md shifting of tho bui den to consumers 
This fact has always to be home in mind by the legislators (c) The 
whole of the burden of certun legal measures and a part of the others 
may bo taken or or by the state upon itself, in which case it falls 
ultimately on the tax payers instead of on tho consumers Thus the 
state bears the whole of the cost of enforcement of labour laws m tho 
shape of salaries and other expenses of the staffs and offices of its 
department of labour , it also bears a large part of the expenditure on 
genoral and technical education of tho workers, and may contribute 
part of the expenditure on social insurance schemes As we shall see 
piesentlv, the grertei part of these latter burdens is as a rule 
thrown by law on the employeis and the omployoos - (4) Most of 
the labour laws far our mg the workers have been rnspned by tho 
pressure exerted by (a) humane employers and philanthiop sts or social 
reformers, (b) trade union and social-st agitation, and (c) lastly by tho 
International Labour Office, established at the end of World War 3 
as an auxiliary and yet independent adjunct of the League of nitions' 
Another factor has been the progiess in the scientific studies of the 
effects of hours and conditions of work on the health and efficiency oi 
tho industrial workers 

^Ihis orgamsatnn ig still continuing although the League itself 
has been replaced Lx an entirely new organisation tilled the TJuitec 
Rations Organisation 
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Factory Laws, The Factoiy Act's, in India as m othei 
countiies, usuallx contain provisions applicable to lactones using 
mechanical powei and/oi employing moio than a minimum numbei 
of workers Modifications aio made to suit tho conditions prevailing 
m diffeient mdustues For example, longei hours of woik are allowed - 
in season il Industrie®, such as sugar manufactories, than in perennial 
factories Ike cotton and jute mills As conditions are widely 
diffeient m mines and tea 01 coffoo plantations, separate 4cts 
go \ 01111 ng such industries usually exist Ilowevoi, they all contain 
pio\ sions legal ding tho following matters — 

fa Restrictions cn the employment of women and children 

These lest on the piotoction of the health, efficiency and morals. 
Employment of clnldien l clow a certain age not only injuies then 
health poi maiiontly hut also pievonts them fiom getting geneial 
education Their employment is thus prohibited until they attain 
tho presenbed ago, say, lo yoais , until then then compulsoiy 
schooling is prescribed in England and is likely to be enforced m 
India Employment of women undeigiound, that is, m mines is 
usually piolubited altogethei as this is hkolv to lead to sox immorality 
Under the exigencies of tho wai needs foi coal and shoitage of laboui 
m mins this provision was relaxed in India dui mg the last wai 
against stiong opposition fiom the public In factories sbortei 
hours of w oik uoasaiule pioscnbod foi women and clnldien than 
foi adults hec wise of tho formal s wovkoi hoalth and need foi moie 
leisure 

(b) Hours of work and length of shifts Mavmum horns of work 
per week and also in any single day ire piescubed m oidei to 
prevont the stiam from over-work and loss of efficiency and to pio 
vide enough leisure considered necossaiy for recieat on and cultuial 
development Rest pauses after ever y four or fire hours of continu- 
ous work and weekly holiday are provided in ordei to gne time for 
me. Is and to ease tho strain on body and mind This is based on 
scientific studies of fatigue, and attempt is made to legulate houis 
of work so as to promote health and efficiency without undue loss of 
output The tendency has been towaids reduction m horns until 
48 hours week of six wanking days, oi 8 hour day, is now considered 
as the standard which most countiies attempt to enforce, m ail 
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factories except tlio seixonal ones, such is sugav, -where all the 
available supplies of the yeaily aop of sugai cane have to be crushed 
with m the space of about three months Shortening of working 
hours does not necessarily reduce output , it max in fact racieise this 
by increasing efficiency of the wot km j 

(c) Sanitary arrangements Each factory is required to 
piovide pioper ventilation, penod cil white washing, adequate watei 
supph mdnecessnv cotison mc\ -nrangements m older to piotect 
the vvoihei s health. 

(d) Safely devices \put fiom control over the nse of boilers 
m fictorres Factor v \cts m he fencing of dangerous m whiner r, 
compulsoiv and piescuhe pieoiulionnv measures in mines and othei 
occupations =0 as to pievcnt accidents rnd occupational diseases such 
is lead poisoning These pro\ isons of the law aie in process 
ot extension to sm iller and smrllei lactones and woihshops such as 
hidumanufactuie and leather tanning in the Central Provinces 
Maximum horns o. worh ant' minimum compulsory weekly and 
other holidays have recently been fixed for shop assistants in the 
TJ P and othei Provinces of India bv special acts All factory 
laws ire of course enforced through per odical inspection of factories 
bv qualified inspector appo ntod by the stato 

Wages Legislation Laws connected with wages are .usually 
oftwoi^pus (1) T/iose dealing uifft n ethods of payment oj and 
deductions /ran wages Thus the Truck Acts in Great Britnn and 
other countries piohibit emplovers fiom paving wages in kind to 
prevent them fiom supplv ing bad qual ty of goods needed by workers 
''ndatlugoertlrminuhetpin.es Such a pTact ce if allows l, will 
necessanly mean seciet cut in real wages apart from cuitailing tl e 
emplov ces fieedom of choice as consumers In India there is the 
Pav meet of V> ages let of 1 936 winch applies to certain factoiies 
According to it wages including bonus if any, must he paid withm 
a wed of then falling due Deductions on account of fmo or 
absence fiom dntv are perm tted only undei specified conditions and 
all proceeds of fines are requued to Le spent for the benef t of the 
w oi hers 

(2) Tl ose fixing mint until m-rges "While the first type of 
lawsaieeasv to enfoico, fixing of minimum wages involves eompli- 
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latecl problems of economic thorny anditf beset with man} practical 
difficulties To tlio extent that its aim is limited to piovont tlio 
ompleyois fiom paving less than niaigmal pioductmty of laboui 
no serious listurbance results In fact, it is now recognised as 
something necossaiy in w ha, ate called ‘sweatod ti ados’, in which 
uoikers aio unorgrn sod and cannot haigam collectively Wages in 
such t nulos, lace and toy making by women in then own houses foi 
oxamplo, stand at a veiy low' level and lopiosent positno exploitation 
„ by capitalists, who distribute law matoimls and colloct fmisbod 
goods dail} 01 wcokly against wages paid by tlio p’cco or amount 
of output The incidence of high or minimum wages, fixed by law 
in such cases, falls on the exceptionally high piofits of the capitalists, 
who aie able to bear it , no unemployment can theiofoie losult 

The case is, however, difieionl wheie a national minimum wage 
is fixod applicable to all employments in a country The purposo 
of fixing a national minimum is not so much to prevent exploitation 
of unorganised or swerted woikois but to seeuro the higher objective 
of providing ‘living wage considered essential for raising the 
standard of living of tlio iowost giado of the labounng populat on 
to a higher level Laudable as the objoct of such legislation is, it is 
not possible to fix wages at a level higher than marginal productivity 
without causing unemployment and other serious disturbances to 
economic life of a countiy where the system of private enterprise 
prevails Even nr a communistic economy the national minimum 
cannot he higher than what the net productiveness or the nat’onnl 
dividend of a country warrants Anothoi difficulty is the difforonces 
in marginal productivities not only of similar worhois omploved in 
different industries but of different groups of those engaged m the 
simomdustiy Then comes the problem of lecunent fluctuations 
- in puces and costs, changes in winch call for consequential alterations 
in wagos . Even if it is possible to anno at a fatr level of wages 
for a particular grade of employees m an industry at a particular 
time, it becomes uneconomic immediately anything occurs to alter 
the prices of the pioduct or its costs othei than wages, such as prices 
of iaw r materials or transport charges 

Naturally the law fixing the national minimum wage or wage 
iates applicable to particular mdustues and groups of woilcois has 
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to bo fiamed with gieat caution Noithei of the two can be fixed 
at an arbitrarily high level 01 permanently The usual method 
adopted is to fix them it'a relatively low level , a good working device 
is to adopt the rates, paid by the moio goneious employers to paiticular 
grades of w orkei s in an industry 01 occupation, as the standard to be 
reached by all employeis giadually ovoi a given penod of time 
Piovision is made for occasional iov>sions according to changes in 
circumstances, taking into account such factors as the capacity of 
industry to pay , the productivity of lahoui the prevailing wage 
rates, the amenities provided to the woiker, the national income and 
the geneial ebonomic po ltion of mdustrv Elnsticty in rates is 
necessarv to pievent unemployment and other disturbances to 
economic life New Zealand and Australia have pioneered in such 
legislation It lias now spread to inanv other countries Tiie Govern- 
ment of India have also recently put on the statute hook a 'Minimum 
Wages Act It makes the Provincial Governments responsible for 
fixing minimum wage rates for various lndustiies and occupations A 
start has alieady been made and it is hoped tl at all the ‘sweated 
trades’ and most of the important occupations, including ngnculture, 
will have minimum wage ratos fixed for them by March 1951 
Actual fixation and periodical alterations are generally in charge of 
loc 1 and regional wages boards or committees, representing the 
employers, employees and the state 

Social Insurance 

Social insurance denotes compulsoiy r piovision enforced by law 
against certain ills to which workers are subject Social insurance 
schemes originated m Germany about the end of the last century 
They have by now spiead to all the industrial nations of the world 
The tendency has all along been towards an extension of then scope 
to larger and larger nnmbeis of industrial employees until the British 
Social Security Scheme, based on the Beveridge Report of 1942, attempts 
to embrace the entire population under a single comprehensive scheme 
of social insurance Apart from low wages and bad woik ng and 
living conditions, which are sought to be solved by wages legislation 
pnd factory acts, the woiker and his family' are exposed to special 
misery resulting from four different causes, vrx, old age accident, 
Sickness and unemployment Being usually low paid and at the same 
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scheme w ill ccme into full operation m 1949,' when tho employers 
will hare to pa} m the old age reserve kept m the U S Treasury 
6% of the wages paid to each employee with the nght to deduct half 
of the contribution, thrt is, 3%, from the pa} of such employee Thus 
the cost will he snared equalh between the employer and Ihe employee, 
the state making no contribution fiom pubbc funds The idle part 
of the reserve will be kept invested, and the Treasury will be paying 
out of the cun out contributions and annual interest receipts fiom 
these investments annuities to each worker (on his attaining the age of 
65 equal to a fired percentage of the total wages received b\ him In 
case of earh death prorision has been made to pi} to the heirs a lump 
sum equal to thiee md a half percent of the wages received during 
lifo time less any 1 enefits paid to him aftei attaining the ago of 65 

Accident In all countr es, including India, provision is made 
for payment of the whole of the compensation against accidents bv 
the emplo}ers themselves Loss of life and limb is consideied to be 
a necess rrv concomitant of modern industrial life and society must 
boar the cost of compensation against such loss irstead of the actual 
sufforei The burden is tluown by 1 iw dnectly on the emplo}er, who 
is, however, likeh to shift it on to the consumer's through a rise an 
the prico of his goo Is so far as compensation forms an essential 
eloment of the costs of his production Sunil rr is of course the case 
with contributions made h} the emplo}ers to schemes of insurance 
agunst old "ge, sickness and unemployment 

Legislation takes the shape of ''A oik men s Compensation Acts, 
which piescribe rdes of compensation rccoidmg to the natuie of 
injun -ud tl e wges iecei\cd l>\ a woikei In ca=e of death payment 
is made to the dependents so as to prevent miser} resulting from the 
death of the Gaining membei , mease of mjuiy the wanker himself 
receives con pensation to enable him to subsist either wholl} if the 
injure causes total disablement, or to suplement bis eammgs if 
disiblencnt is onlv Marital Host employers insure then workers 
nga'nst acc dents with special t}pes of insurance concerns, called 
Emnkners Liabilitv Insurance Cos, which m return foi fixed 
annual premiums undert ike to pay the whole of the compensation as 
and when cceidei ts occur Such insurance -■s compulson. in Germany , 

''Fairchild Economics p 7 lb 
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Scales to all tho insured omployoos as and when they fall ill 01 becomo 
ufiemploy od Ono-thud paifc of an omployor’s contubution is 
iotunied at thoond of the yoar m case his omplovoos remain fieo fiom 
unemployment Tins is evidently dono with a mow to induce him 
to keep his woikois employed as f.u ns lie can Duung the period of 
illness the omployoi is requnod it may be noted, to pay weekly 
allowances to the sufferers at a certain lateto pievent starvation of the 
family apart fiom the cost of medical tieatmont met out of the 
insurance fund Maternity and funeial benefits aie also provided from 
the samo fund In most of the continent il oountnes of Europe thoie 
pioyails the Ghent System, which is woihed by Trade Unions with 
stato grants-in aid It lias grown out of the singlo handed attempts of 
tho Unions to holp then mombors m the initial stages Administered 
by unions officials tliomsehos it is advantageous to the extent that 
opportunities to simulate sickness and unemployment no reduced to the 
minimum In England such simulation is sought to be prevented 
partlv by keeping the scales of sickness and unemployment benefits low 
and partly by requiring oach unemployed woikei applying foi benefit' 
to logistoi with tho nearest Labour Exchange and to bo ready to go to 
work as soon as iny vacancy occurs and the Exchange authorities 
direct tho applicant to take it up Refusal to do so automatically stops 
the payment of unomploymient benefit by tho Exchange, which is m 
charge of tho administration of the schomo 

The British Social Security Scheme As has been indicated 
pioMously' tiro Boeial insurance schemes in great Britain and most 
othoi countries aie now T generally in tho melting pot They are nr 
process of being consolidated and made more comprehensive so as to 
include not only industrial employees but all peisons standing in 
need of resistance through any cause w'hatsoevoi Tho idea lias 
sprung from the Atlantic Chartoi, which pioclaimed foi man m 1940, 
while the World War II was on, freedom from want along with the 
other three freedoms, Mr, freodom of conscience, fieoclo 2 of associat cn 
and freedom from fear While the last thioe aie largely political, 
the first is mainly economic It was m accordance with tins 
that Sir William Beveridge diow up in 1 942 his famous Repoit, 
which outlined a scheme of social security' foi Gieat Bntain It has 
boen embodied m a compiebonsivo plan, which coveis the entire, 
population and all kinds of ills to which man is exposed fiom birth 
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to 1 death Benefits aie to be provided according to need to each 
peison whenevei tlieie is an mteuuption in earnings or an exceptional 
mciease in expenditure Tliese benefits include libeially fixed 
scales of payments (al to women dui mg and aftei confinement, 
(b) to families foi the education of childien, (c) to all peisons dui mg 
s'ckness and unemployment and aftei letnement and (d) of funeial 
expenses at death The funds foi these benefits will be laised from 
all the omployeis and employees at a fixed late per week and the 
balance will be made up from state lerenues The scheme is very 
ambit ous indeed, and although the cost is likely A to be hear j its 
success is not impossible if benefits aie proportioned to available 
leco’pts 

Social Insurance In India Social insurance is still in its 
infancy in -India although industrialization started heie some one 
bundled years ago The only piovis'ons that have existed until late 
aie the Indian Workmen’s Compensation Act and ceitam maternity 
benefits which employers aie obliged to pay to then women employees 
dining the penod of confinement Seveial causes have combined to 
ko^p social lnsuiance legislation backwaid in this country such as 
migratory, unorganized ard scattered chaiactei of the "woiking 
populat’On, difficulties of administration and paucity of public 
levenues However, a definite scheme of sickness insUiance was 
drafted by Piof B P Adaikai in 1943 It was to be applicable to 
lelatnely low paid woikers employed in ceitam classes of factories 
only to begin with The funds weie to be ra’se 1 from compulsory 
contributions to be made by the employers and employees, and 

* _ , J 

benefits weie to be extended in the shape of medical aid and cash 
benefits during illness of the insuied employees only and not of the 
other membeis of his family 

Recently a moiG comprehensive scheme of msuiance has been 
drawn up -in India and a Social Insurance Corporation has been 
established under a special Act of India’s Cential Legislature for 
administering the collection and investment of compulsorj contribu- 
tions fiom employers and employees and payment of benefits i 
accoiding to prescribed scales The provisions of the scheme will 
apply to selected categories of workeis m the initial stages, but aie 
intended to be extended gradually so as to bring all emploj ees who 
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need assistance within its scope It will cover not only sickness but 
also unemployment ami maternity benefits anil compensation igamst 
accidents foi nil the workers to whom it is made applicable from tuno 
to tune The function of the corporation itself is to take charge of 
and administer the fund accenting to the schemes of insurance 
established bv the government Costs of the schonies will no doubt 
bo reduced in so lar as one lug concern will naturilh mean 
considerable econoim in administrative expenses 

Unemployment. 

The term unomplov mont is used to denote absence of 
suitable work foi w others 01 other persons who arc both iblc and 
desirous to find work Such unemplov mont has nnnj drawbacks 
(1) It roduccs efficiency \part from geuenting direct indolence 
during the penud of idleness tho feai of unemployment itself "acts 
as a doterient to the effiucnc of voikers inducing them to adopt 
job-swing 01 tune wasting practices '*•(2) It not only causes distress 
among the families of those duectly iffcctcd bv it but loduces the 
output rnd national dividend, thereby injuring tho interests of sociotv 
m general (3) bwl when extensive rnd prolonged it creates 
demoralis ition and tends to lead to soci ll and political upheavals 
Thus political stability and economic Prospsrtly of sociotv demand 
both i reduction in its incidence and mitigation of distress and 
demoralisation thiough compnlsoiv insurance 

Insurance agrmst unemployment is hov.ever, tire most difficult 
part of anv scheme of socnl insurance because the incidence of unem 
plovment in modem times is loth heavy' and not it ill susceptible to 
statistical measmement The vovrlv data reguding tho numbei of 
persons reaching the age of rotuomont and pension, tho number of 
buths and deaths, the number of people filling ill and the duration of 
then rllness, and the numbe r and natuie of accidents in any' one 
industry and in all of them together, can bo and are collected They' 
also show some statistical regularity and aie fairlv stable It is therefore 
easv to calculate tl eir me’dcnco and to uriio at rates of premiums or 
contributions required to provide the uecessaiy benefits Xmfortunately 
this is not possible in the case of unemplovment, which always 
remains an incalculable factor To understand the implications of, 
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